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REVIEW  OF  REPORTS  BY  THE  U.S.  GENERAL 
ACCOUNTING  OFFICE  AND  THE  COMMOD- 
ITY FUTURES  TRADING  COMMISSION  ON 
DERIVATIVE  PRODUCTS 


TUESDAY,  JUNE  14,  1994 

House  of  Representatives, 
Subcommittee  on  Environment,  Credit, 

AND  Rural  Development, 
Committee  on  Agriculture, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  call,  at  10:10  a.m.,  in  room 
1300,  Longworth  House  Office  Building,  Hon.  Tim  Johnson  (chair- 
man of  the  subcommittee)  presiding. 

Present:  Representatives  Long,  Minge,  Barlow,  Pomeroy,  Holden, 
McKinney,  Thurman,  Penny,  Peterson,  Combest,  Gunderson,  Al- 
lard,  Nussle,  Ewing,  Dickey,  and  Smith  of  Michigan. 

Also  present:  Representative  E  (Kika)  de  la  Garza,  chairman  of 
the  committee,  and  Representatives  Rose,  Glickman,  Stenholm, 
Dooley,  and  Lucas,  members  of  the  committee. 

Staff  present:  Glenda  L.  Temple,  clerk;  Anne  Simmons,  James  A. 
Davis,  Joe  Dugan,  John  Riley,  and  David  Ebersole. 

OPENING  STATEMENT  OF  HON.  TIM  JOHNSON,  A  REPRESENT- 
ATIVE IN  CONGRESS  FROM  THE  STATE  OF  SOUTH  DAKOTA 

Mr.  Johnson.  We  will  call  the  Environment,  Credit,  and  Rural 
Development  Subcommittee  hearing  to  order. 

This  hearing  is  to  be  held  to  review  reports  of  the  General  Ac- 
counting Office  and  the  Commodity  Futures  Trading  Commission 
on  derivative  products.  This  hearing  should  give  us  an  opportunity 
to  further  explore  reports  on  derivative  financial  products  released 
by  the  GAO  and  the  Commodity  Futures  Trading  Commission. 

As  the  subcommittee  and  full  committee  with  jurisdiction  over 
the  CFTC,  we  have  an  important  role  to  play  in  the  debate  over 
whether  over-the-counter  derivative  products  should  or  should  not 
be  regulated  because  of  the  CFTC's  role  in  regulation  and  oversight 
of  derivative  products  which  are  currently  traded  on  exchange. 

With  reauthorization  of  the  CFTC  to  be  taken  up  by  the  sub- 
committee in  the  near  future — and  the  hearing  on  reauthorization 
scheduled  currently  for  July  14 — it  is  also  timely  for  this  committee 
to  begin  looking  at  issues  surrounding  the  CFTC  and  its  current 
regulatory  authority  over  derivatives. 

The  last  effort  by  Congress  to  reauthorize  the  CFTC  resulted  in 
the  Futures  Trading  Practices  Act  of  1992  and  Public  Law  102- 
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546.  The  passage  of  this  act  not  only  reauthorized  the  CFTC  for  2 
years,  but  also  gave  the  CFTC  the  authority  to  exempt  certain  OTC 
products  that  would  otherwise  be  subject  to  regulation  as  futures 
contracts  under  the  Commodities  Exchange  Act.  In  January  of 
1993,  the  CFTC  granted  exemptions  to  certain  swaps,  hybrid  in- 
struments, and  energy  contracts.  However,  the  CFTC  exemption 
does  not  exempt  these  products  from  antifraud  and  manipulation 
provisions. 

The  two  reports  on  derivatives  which  we  will  be  discussing  today 
arrived  at  some  of  the  same  conclusions,  including  the  need  for 
Federal  regulators  to  have  a  greater  coordination  and  better  infor- 
mation access  to  derivative  activities.  The  question  for  our  commit- 
tee is  what  role  should  the  CFTC  play  in  the  possible  future  regu- 
lation of  derivative  financial  products  and  does  the  CFTC  need  ad- 
ditional legislative  authority  to  fulfill  its  role  as  a  regulator. 

I  look  forward  to  hearing  from  the  distinguished  panels  of  wit- 
nesses, including  some  of  the  Federal  regulators  who  are  known  as 
experts  in  Washington  on  derivatives.  I  also  look  forward  to  hear- 
ing from  the  industry  groups  represented  here  today. 

This  is  an  important  and  complex  issue  which  impacts  the  entire 
financial  system.  Because  of  our  jurisdiction  over  the  Commodity 
Futures  Trading  Commission,  the  Agriculture  Committee  and  the 
Environment,  Credit,  and  Rural  Development  Subcommittee  will 
continue  to  play  an  integral  role  in  the  debate  over  future  regula- 
tion of  over-the-counter  derivative  products. 

Any  prepared  statements  from  the  members  will  appear  at  this 
point  in  the  record. 

[The  prepared  statement  of  Mr.  de  la  Garza  follows:] 


Statement  for  the  Record 

Submitted  by  Rep.  E  (Kika)  de  la  Garza 

Chairman,  House  Committee  on  Agriculture 

House  Agriculture  Subcommittee  on  Environment, 

Credit  and  Rural  Development  Hearing  to  Review 

GAO  and  CFTC  Reports  on  Derivative  Products 

June  14,  1994 


Mr.  Chairman,  i  want  to  commend  you  for  convening  today's  hearing  on  recent 
government  studies  of  trading  in  derivative  financial  products  and  its  implications  for 
our  nation's  financial  well-being. 

it  should  be  noted  for  the  record  that  the  Committee  on  Agriculture  has 
exercised  jurisdiction  over  derivative  contract  trading  since  theT920s.  At  that  time,  the 
futures  marl<ets  were  essentially  limited  to  agricultural  products.   But  with  the  evolution 
of  futures  markets  and  the  enactment  of  the  Commodity  Futures  Trading  Commission 
Act  of  1 974,  the  Committee  has  broadened  its  view.  Today,  the  Committee's 
jurisdiction  has  expanded  beyond  the  narrow  focus  of  contracts  for  agricultural 
products  to  a  field  that  encompasses  all  manner  of  esoteric  financial  products. 

The  CFTC  and  GAO  reports  on  Over-the-Counter  (OTC)  derivatives  add 
considerably  to  the  base  of  information  available  to  Congress  on  the  activities  and 
effects  of  these  markets.   But  i  would  suggest  that  the  only  thing  that  both  reports 
make  clear  is  that  Congress  and  Federal  financial  market  regulators  are  in  need  of 
more  information. 

-    The  Committee  on  Agriculture  became  deeply  involved  in  the  public  policy 
issues  surrounding  the  growth  of  the  over-the-counter  derivatives  market  starting  in 
1989  with  our  initial  work  in  developing  a  CFTC  reauthorization  bill.  __ 
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Several  concerns  were  voiced  during  the  drafting  of  that  legislation.   The  market 
dealers  were  concerned  that  a  court  might  determine  that  a  "swap"  falls  under  the 
definition  of  a  futures  contract,  and  thereby  render  all  existing  swap  contracts  invalid. 
There  was  also  a  broader  concern  that  since  no  specific  regime  existed  for  the 
regulation  of  OTC  contracts,  congressional  action  to  facilitate  their  trading  could 
exacerbate  any  risk  these  products  posed  to  the  nation's  financial  system. 

By  the  time  the  House  and  Senate  conferees  met  on  the  CFTC  reauthorization 
bill,  which  became  the  Futures  Trading  Practices  Act  of  1 992,  they  had  before  them  a 
Senate  bill  that  would  have  required  that  swap  contracts  be  exempted  from  the 
Commodity  Exchange  Act  outright.   What  the  Conference  Committee  agreed  to  do 
was  allow  for  the  exemption  but  adopt  language  to  ensure  that  the  CFTC  retained 
sufficient  authority  to  tailor  exemptions  so  as  to  protect  the  markets  in  the  public 
interest.  As  a  result  of  that  law  and  the  CFTC's  subsequent  action,  the  industry  has 
received  relief  from  the  legal  risk  that  caused  its  initial  concerns. 

Over  the  past  few  months,  considerable  public  concern  and  anxiety  have  been 
expressed  about  the  risks  associated  with  derivatives  trading  for  our  nation's  financial 
markets.  What  is  the  proper  policy  course?  The  opinions  spread  across  the 
spectrum  --  from  those  who  would  tax  the  market  out  of  existence  to  those  who 
suggest  that  government  should  do  nothing.   I  would  suggest  that  it  is  incumbent 
upon  the  OTC  industry  participants  to  work  with  the  Administration  and  the 
congressional  committees  with  jurisdiction  to  consider  what  regulatory  approach  is 
best  for  the  OTC  derivatives  markets.  The  process  ahead  must  involve  both  sides 
acknowledging  the  others'  concerns  and  moving  toward  a  reasonable,  workable 
solution. 

This  hearing  provides  the  Subcommittee  with  an  opportunity  to  continue  to 
gather  information  on  this  issue.   It  hopefully  will  also  serve  as  a  call  to  leaders  in  the 
OTC  derivatives  markets  to  come  to  the  table  and  work  with  us  in  this  important  area. 


Mr.  Johnson.  Now,  Mr.  Combest. 

OPENING  STATEMENT  OF  HON.  LARRY  COMBEST,  A 
REPRESENTATIVE  IN  CONGRESS  FROM  THE  STATE  OF  TEXAS 

Mr.  Combest.  Thank  you,  Mr.  Chairman.  I  appreciate  your  giv- 
ing the  subcommittee  an  opportunity  to  examine  the  derivatives  re- 
ports of  the  Commodity  Futures  Trading  Commission,  and  the  Gen- 
eral Accounting  Office.  They  are  important  documents  in  our  reex- 
amination of  the  issue  of  over-the-counter  financial  products. 

As  I  read  the  financial  press,  I  believe  a  newcomer  to  these  mat- 
ters would  get  the  impression  that  these  financial  instruments  are 
basically  designed  for  the  amusement  of  math  wizards  and  gam- 
blers out  to  make  a  quick  dollar.  I  believe  it  is  important  for  us 
to  remember  that  exchange-traded  financial  futures  were  not  de- 
vised in  a  vacuum,  but  were  responses  to  a  changing  global  econ- 
omy. Individually  negotiated  instruments — for  the  most  part  the 
subject  of  today's  hearing — are  a  further  response  to  business  and 
industry  needs.  There  are  sound  economic  reasons  for  the  develop- 
ment of  these  products,  whether  or  not  they  are  traded  on  an  orga- 
nized exchange  or  in  an  over-the-counter  market. 

At  this  time,  some  in  Congress  appear  ready  to  reregulate  some 
of  these  products  that  were  granted  exemptions  by  the  CFTC  under 
authorities  enacted  in  the  1992  Futures  Trading  Practices  Act.  I 
think  we  should  be  clear  about  our  interpretation  of  what  the  Con- 
gress did  in  1992:  It  provided  legal  certainty  to  groups  of  off-ex- 
change financial  instruments,  most  of  which  were  then  and  still  are 
economically  indistinguishable  from  futures  contracts  that  are  trad- 
ed on  CFTC-designated  exchanges.  It  did  not  deregulate  these 
products. 

These  issues  are  not  new.  The  CFTC  has  a  history  of  looking  at 
the  still  developing  ofT-exchange  marketplace,  even  though  it  is  a 
short  one,  since  the  products  are  historically  quite  new.  Three 
House  committees  spent  the  better  part  of  a  year  examining  ex- 
change-traded and  off-exchange  futures  contracts.  This  subcommit- 
tee held  hearings  last  year  considering  legislation  dealing  with  the 
energy  forwards  exemption.  The  exemptive  authorities  are  them- 
selves a  regulatory  regime  with  legal  relief  provided  on  several  con- 
ditions. 

We  have  also  been  reading  reports  of  huge  trading  losses  by  com- 
panies of  the  OTC  markets.  Again,  reading  the  press  accounts,  one 
would  have  the  impression  the  companies  were  sold  a  rocket 
launcher  when  they  thought  they  were  buying  a  Piper  Cub.  If  these 
instruments  are  that  powerful  and  the  controls  are  that  incompre- 
hensible, then  perhaps  Congress  should  step  in.  My  feeling  is  that 
they  are  not  that  indecipherable,  and  the  natural  reaction  is  to 
plead  ignorance  when  you  get  burned. 

Mr.  Chairman,  I  hope  the  witnesses  can  shed  some  light  on  these 
issues  this  morning.  I  think  it  is  unfortunate  that  we  are  not  hear- 
ing from  the  agency  heads,  and  I  would  hope  that  sometime  in  the 
future  we  could  hear  from  Chairman  Levitt  and  the  others.  I  am 
sure  they  have  their  own  thoughts  on  these  issues  of  global  impor- 
tance. 

Thank  you,  Mr.  Chairman. 

Mr.  Johnson.  Mr.  Smith. 


OPENING  STATEMENT  OF  HON.  NICK  SMITH,  A  REPRESENTA- 
TIVE IN  CONGRESS  FROM  THE  STATE  OF  MICHIGAN 

Mr.  Smith  of  Michigan.  As  we  look  at  this,  I  hope  the  witnesses 
and  the  committee  will  be  conscious  of  the  propensity  of  Govern- 
ment to  move  deeper  and  deeper  and  further  and  further  into  the 
regulations.  And  as  the  witnesses  testify,  I  would  be  curious  about 
the  CFTC's  decision  that  anybody  that  trades  in  what  I  would  like 
to  call  "exotic"  or  "special"  derivatives,  has  to  be  a  sophisticated  in- 
stitution, and  has  to  be  well  capitalized.  So  it  is  not  like  we  are 
protecting  the  man  on  the  street  from  trading  in  these  derivatives 
by  expanding  our  regulations  and  oversight  of  Government. 

The  questions  I  have  are:  Why  can't  these  institutions  protect 
themselves  and  why  can't  the  marketplace  identify  the  weaknesses 
of  either  the  sellers  of  these  particular  derivatives  or  in  some  cases 
the  buyers?  So  I  am  curious  about  justification,  why  Government 
should  move  deeper  into  the  regulation  of  these  special  derivatives 
when  it  does  only  apply  to  sophisticated,  well  capitalized  firms. 

Thank  you,  Mr.  Chairman. 

Mr.  Johnson.  We  will  hear  first  from  Mr.  James  Both  well,  Direc- 
tor of  the  Financial  Institutions  and  Markets  Issues  with  the  Gen- 
eral Accounting  Office  here  in  Washington. 

Mr.  Bothwell,  I  appreciate  your  thanking  Mr.  Bowsher  for  his  ea- 
gerness to  appear  before  the  subcommittee  and  I  apologize  that  we 
were  not  able  to  reschedule  today's  hearing  to  accommodate  his 
prior  engagement.  But  this  subcommittee  is  in  the  midst  of  trying 
to  pass  the  administration's  crop  insurance  reform  proposal;  we  are 
involved  in  legislation  to  reorganize  USDA;  concerned  with  the  fu- 
ture of  the  conservation  reserve  program;  and  beginning  to  focus  on 
areas  of  jurisdiction  under  the  farm  bill,  so  it  was  necessary  that 
we  stick  with  our  existing  schedule. 

But  you  may  proceed  with  your  prepared  statement  and,  of 
course,  your  entire  statement  is  received  for  the  record.  You  may 
choose  to  summarize  or  otherwise  proceed  however  you  are  most 
comfortable.  Welcome. 

STATEMENT  OF  JAMES  L.  BOTHWELL,  DIRECTOR,  FINANCIAL 
INSTITUTIONS  AND  MARKETS  ISSUES,  GENERAL  GOVERN- 
MENT DIVISION,  U.S.  GENERAL  ACCOUNTING  OFFICE,  AC- 
COMPANIED BY  MICHAEL  A.  BURNETT,  ASSISTANT  DIREC- 
TOR, FINANCIAL  INSTITUTIONS  AND  MARKETS  ISSUES,  GEN- 
ERAL GOVERNMENT  DIVISION;  CECILE  O.  TROP,  ASSISTANT 
DIRECTOR,  FINANCIAL  INSTITUTIONS  AND  MARKETS  IS- 
SUES, GENERAL  GOVERNMENT  DIVISION;  ROBERT  W. 
GRAMLING,  DIRECTOR,  CORPORATE  FINANCIAL  AUDITS,  AC- 
COUNTING AND  INFORMATION  MANAGEMENT  DIVISION 

Mr.  Bothwell.  Thank  you  very  much,  Mr.  Chairman. 

First,  I  would  like  to  introduce  the  members  of  my  team  here  at 
the  table  with  me.  Mr.  Bob  Gramling.  Bob  is  the  Director  of  Cor- 
porate Financial  Audits  in  our  Accounting  and  Information  Man- 
agement Division  here  at  GAO.  He  was  responsible  for  the  account- 
ing issues  involved  with  our  derivatives  report  as  well  as  for  much 
of  the  corporate  governance  issues. 

Mike  Burnett  is  an  Assistant  Director  in  our  General  Govern- 
ment Division  here  in  Washington.  Next  is  Cecile  Trop.  Cecile  is 


an  Assistant  Director  in  our  General  Government  Division  in  our 
Chicago  office.  Both  Mike  and  Cecile  were  the  coproject  managers 
of  our  large  report  on  derivatives.  So  with  your  permission,  I  will 
just  go  ahead  and  read  my  statement. 

We  are  pleased  to  appear  today  to  discuss  Federal  oversight  of 
derivatives  activities.  As  you  know,  we  issued  our  derivatives  re- 
port last  month  in  response  to  your  request  as  well  as  requests 
from  several  other  committees. 

In  my  testimony  today,  I  will  briefly  summarize  our  major  con- 
clusions and  recommendations  and  then  answer  any  questions  you 
or  other  members  of  the  committee  may  have. 

In  the  past  two  decades,  fundamental  changes  in  global  financial 
markets — particularly  the  increased  volatility  of  interest  rates  and 
currency  exchange  rates — prompted  a  number  of  public  and  private 
institutions  to  develop  and  use  derivative  products.  Derivatives  use 
was  accelerated  by  the  continuing  globalization  of  commerce  and  fi- 
nancial markets  and  major  advances  in  finance,  information  proc- 
essing, and  communications  technology. 

Derivatives  are  financial  products  whose  values  are  based  on  the 
value  of  an  underlying  asset,  reference  rate,  or  index.  We  focused 
on  the  four  basic  types  of  derivatives  in  our  report:  forwards,  fu- 
tures, options,  and  swaps.  These  basic  products  can  also  be  com- 
bined to  create  more  complex  or  hybrid  types  of  derivatives.  Some 
derivatives  are  standardized  contracts  traded  on  exchanges.  Others 
are  customized  contracts  that  include  negotiated  terms,  such  as 
amounts,  payment  timing,  and  interest  or  currency  rates.  When 
contracts  are  not  traded  on  an  exchange,  they  are  called  over-the- 
counter  or  OTC  derivatives. 

Derivatives  serve  important  functions  in  the  global  financial 
marketplace.  Among  their  benefits,  derivatives  provide  end-users 
with  opportunities  to  better  manage  financial  risks  associated  with 
their  business  transactions,  and  this  is  called  hedging.  They  also 
provide  opportunities  to  profit  from  anticipated  movements  in  mar- 
ket prices  or  rates,  and  that  is  called  speculating.  Derivatives  ac- 
tivities had  grown  to  at  least  $12.1  trillion  in  notional  principal 
amounts  by  the  end  of  1992.  This  growth  and  the  increasing  com- 
plexity of  derivatives  reflect  both  the  increased  demand  from  end- 
users  for  better  ways  to  manage  their  financial  risks  and  the  inno- 
vative capacity  of  the  U.S.  financial  services  industry  to  respond  to 
market  demands. 

Because  of  derivatives  growth  and  increasing  complexity.  Con- 
gress, Federal  regulators,  and  some  members  of  the  industry  are 
concerned  about  the  risks  derivatives  may  pose  to  the  financial  sys- 
tem, individual  firms,  investors,  and  even  U.S.  taxpayers.  These 
concerns  have  been  heightened  by  recent  reports  of  substantial 
losses  by  some  derivatives  end-users,  including  losses  totaling  in 
the  hundreds  of  millions  of  dollars  by  U.S.  firms.  The  largest  recent 
loss  reported  was  by  a  German  firm  that  involved  assistance  of 
more  than  $2  billion  and  involving  about  120  banks. 

We  found  that  much  OTC  derivatives  activity  in  the  United 
States  is  concentrated  among  15  major  U.S.  dealers  that  are  exten- 
sively linked  to  one  another,  end-users,  and  the  exchange-traded 
markets.  For  example,  as  of  December  1992,  the  top  seven  domestic 
bank  OTC  derivatives  dealers  accounted  for  more  than  90  percent 
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of  total  U.S.  bank  derivatives  activity.  Similarly,  securities'  regu- 
latory data  indicate  that  the  top  five  U.S.  securities  firms  dealing 
in  OTC  derivatives  accounted  for  about  87  percent  of  total  deriva- 
tives activity  for  all  U.S.  securities  firms.  Substantial  linkages  also 
exist  between  these  major  U.S.  derivatives  dealers  and  foreign  de- 
rivatives dealers.  For  example,  14  major  U.S.  OTC  derivatives  deal- 
ers reported  to  us  that  transactions  with  foreign  dealers  rep- 
resented an  average  of  about  24  percent  or  almost  one-fourth  of 
their  combined  derivatives  notional  amounts. 

This  combination  of  global  involvement,,  concentration,  and  link- 
ages means  that  the  sudden  failure  or  abrupt  withdrawal  from 
trading  of  any  of  these  large  U.S.  dealers  could  cause  liquidity 
problems  in  the  markets  and  could  also  pose  risks  to  the  others, 
including  possibly  federally  insured  banks  and  the  financial  system 
as  a  whole.  Although  the  Federal  Government  would  not  nec- 
essarily intervene  just  to  keep  a  major  OTC  derivatives  dealer  from 
failing,  the  Federal  Government  would  be  likely  to  intervene  to 
keep  the  financial  system  functioning  in  cases  of  severe  financial 
stress.  While  Federal  regulators  have  often  been  able  to  keep  finan- 
cial disruptions  from  becoming  crises,  in  some  cases  intervention 
has  and  could  result  in  financial  bailouts  paid  for  or  guaranteed  by 
U.S.  taxpayers. 

Primary  responsibility  for  effective  management  of  a  firm's  finan- 
cial risks  rests  with  the  boards  of  directors  and  senior  management 
of  those  firms.  A  system  of  strong  corporate  governance,  such  as 
that  required  under  the  FDIC  Improvement  Act  for  large  banks 
and  thrifts,  is  particularly  critical  for  managing  derivatives  activi- 
ties, because  they  can  affect  the  financial  well-being  of  the  entire 
firm. 

Until  recently,  however,  no  comprehensive  guidelines  existed 
against  which  boards  of  directors  and  senior  managers  could  meas- 
ure their  firms'  risk-management  performance.  In  1993,  a  Group  of 
Thirty-sponsored  study  identified  improvements  that  were  needed 
in  derivatives  risk-management  and  recommended  benchmark 
practices  for  the  industry.  The  Office  of  the  Comptroller  of  the  Cur- 
rency, which  is  the  regulator  of  national  banks,  and  the  Federal 
Reserve,  also  issued  guidelines  for  the  banks  they  oversee. 

Regulators  and  market  participants  said  improvements  in  risk- 
management  systems  have  already  been  made  as  a  result  of  the 
Group  of  Thirty  recommendations  and  Federal  guidelines.  How- 
ever, we  noted  that  no  regulatory  mechanism  exists  to  bring  all 
major  dealers  into  compliance  with  these  recommendations  and 
guidelines.  Further,  while  actions  of  major  dealers  have  reported 
taking  are  important,  the  Federal  Government  also  has  the  respon- 
sibility for  ensuring  that  safeguards  exist  to  protect  the  overall  fi- 
nancial system. 

Federal  regulators  have  begun  to  address  derivatives  activities 
through  a  variety  of  means,  but  significant  gaps  and  weaknesses 
exist  in  the  regulation  of  many  major  dealers.  For  example,  securi- 
ties regulators  have  limited  authority  to  regulate  the  financial  ac- 
tivities of  securities  firm  affiliates  that  conduct  over-the-counter  de- 
rivatives activities.  Insurance  companies'  OTC  derivatives  affiliates 
are  subject  to  limited  State  regulation  and  have  no  Federal  over- 
sight. Yet  OTC  derivatives  affiliates  of  securities  and  insurance 


firms  constitute  a  rapidly  growing  component  of  the  derivatives 
markets. 

The  growth  rate  of  OTC  and  exchange-traded  derivatives  was 
100  percent  for  insurance  firms  and  77  percent  for  securities  firms, 
compared  with  41  percent  for  banks,  from  1990  through  1992.  In 
contrast  to  insurance  and  securities  regulators,  bank  regulators 
have  authority  to  supervise  all  the  financial  activities  of  banks  and 
their  holding  companies.  While  these  regulators  have  improved 
their  supervision  of  banks'  derivatives  activities,  their  approach 
still  has  weaknesses,  such  as  inadequate  regulatory  reporting  re- 
quirements and  insufficient  documentation  and  testing  of  internal 
controls  and  systems. 

Further  compounding  the  regulators'  problems  and  contributing 
to  the  lack  of  knowledge  by  investors,  creditors,  and  other  market 
participants  are  the  inadequate  rules  for  financial  reporting  of  de- 
rivatives activity.  We  found  that  accounting  standards  for  deriva- 
tives, particularly  those  used  for  hedging  purposes  by  end-users, 
were  incomplete  and  inconsistent  and  have  not  kept  pace  with 
business  practices. 

We  also  found  that  additional  disclosures  are  needed  to  provide 
a  clear  distinction  between  dealing,  speculative,  and  hedging  activi- 
ties, and  to  quantify  interest  rate  and  other  market  risks.  Insuffi- 
cient accounting  rules  and  disclosure  for  derivatives  increase  the 
likelihood  that  financial  reports  will  not  fairly  represent  the  sub- 
stance and  risk  of  these  complex  activities.  In  addition,  the  lack  of 
rules  for  certain  products  makes  it  likely  that  accounting  for  these 
products  will  be  inconsistent,  thereby  greatly  reducing  the  com- 
parability of  financial  reports. 

We  believe  that  innovation  and  creativity  are  strengths  of  the 
U.S.  financial  services  industry  and  that  these  strengths  should  not 
be  eroded  or  forced  outside  the  United  States  by  excessive  regula- 
tion. However,  we  also  believe  that  regulatory  gaps  and  weak- 
nesses that  presently  exist  must  be  addressed,  especially  consider- 
ing the  rapid  growth  in  derivatives  activity. 

The  issue  is  one  of  striking  a  proper  balance  between,  one,  allow- 
ing the  U.S.  financial  services  industry  to  grow  and  innovate,  and, 
two,  protecting  the  safety  and  soundness  of  the  Nation's  financial 
system.  Achieving  this  balance  will  require  unprecedented  coopera- 
tion among  United  States  and  foreign  regulators,  market  partici- 
pants, and  members  of  the  accounting  profession. 

Given  the  gaps  and  weaknesses  that  impede  regulatory  pre- 
paredness for  dealing  with  a  financial  crisis  associated  with  deriva- 
tives, we  recommend  that  Congress  require  Federal  regulation  of 
the  safety  and  soundness  of  all  major  U.S.  OTC  derivatives  dealers. 
As  I  mentioned,  there  are  about  15  of  these  firms  currently. 

The  immediate  need  is  for  Congress  to  bring  the  currently  un- 
regulated OTC  derivatives  activities  of  securities  and  insurance 
firm  affiliates  under  the  purview  of  one  or  more  of  the  existing  fi- 
nancial regulators,  and  to  ensure  that  derivatives  regulation  is  con- 
sistent and  comprehensive  across  these  regulatory  agencies. 

We  also  recommend  that  the  financial  regulators  take  specific  ac- 
tions to  improve  their  capabilities  to  oversee  over-the-counter  ac- 
tivities and  to  anticipate  or  respond  to  any  financial  crisis  involving 
derivatives. 
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Our  recommendations  also  address  the  critical  roles  of  the  boards 
of  directors  and  senior  managements  of  the  major  derivatives  deal- 
ers and  end-users,  and  the  need  for  improved  accounting  standards 
and  disclosure  requirements  for  derivatives  activities. 

While  our  recommendations  address  regulatory  gaps  and  weak- 
nesses in  the  context  of  the  current  regulatory  system,  the  nature 
of  derivatives  activities  clearly  demonstrates  that  this  system  has 
not  kept  pace  with  the  dramatic  and  rapid  changes  that  are  occur- 
ring in  domestic  and  global  financial  markets.  Banking,  securities, 
futures,  and  insurance  are  no  longer  separate  and  distinct  indus- 
tries that  can  be  well-regulated  by  the  existing  patchwork  quilt  of 
Federal  and  State  agencies.  Therefore,  we  also  recommend  that 
Congress  and  the  cognizant  committees  begin  to  systematically  ad- 
dress the  need  to  revamp  and  modernize  the  entire  U.S.  regulatory 
system. 

Mr.  Chairman,  this  concludes  my  prepared  statement.  We  will  be 
pleased  to  answer  any  questions  you  or  other  members  of  the  com- 
mittee may  have  for  us. 

[The  prepared  statement  of  Mr.  Bothwell  appears  at  the  conclu- 
sion of  the  hearing.] 

Mr.  Johnson.  Thank  you,  Mr.  Bothwell. 

And  the  Chair  advises  members  of  the  subcommittee  that  we  will 
try  to  abide  by  the  5-minute  rule.  We  will  come  around  for  a  second 
round  of  questioning,  or  third  round,  whatever  it  takes.  But  we 
want  to  facilitate  everyone  having  an  opportunity  to  ask  questions 
of  Mr.  Bothwell  and  the  other  members  of  the  panel. 

On  May  27,  the  ISDA  issued  a  paper  in  response  to  your  deriva- 
tives report.  The  paper  states  that  not  all  of  your  conclusions  and 
recommendations  are  supported  by  the  facts  you  presented.  I  won- 
der if  you  would  care  to  comment  on  the  ISDA  paper. 

Mr.  Bothwell.  Yes,  Mr.  Chairman,  I  would.  We  have  prepared 
a  point-by-point  response  to  the  ISDA  paper,  which  we  would  like 
to  submit  for  the  record  today.  In  addition,  I  just  want  to  make  a 
couple  comments. 

First,  we  think  that  the  ISDA  paper  severely  mischaracterizes 
what  we  are  saying  in  our  report,  and  particularly  misrepresents 
what  we  think  would  be  the  implications  of  our  recommendations 
if  they  were  acted  upon.  It  implies  that  our  recommendations 
would  significantly  increase  costs  in  the  derivatives  industry,  and 
reduce  the  availability  of  these  products. 

Basically,  what  we  are  recommending  be  done  is  that  certain 
basic  regulatory  safeguards  be  extended  to  the  presently  unregu- 
lated major  dealers.  So  we  are  talking  essentially  about  five  securi- 
ties firms  and  three  insurance  companies. 

This  regulatory  structure  already  exists  for  the  major  banks  that 
are  major  dealers  in  this  market,  but  we  want  those  regulatory 
safeguards,  and  some  simple  elements  of  good  corporate  govern- 
ance, to  be  extended  to  the  other  major  derivatives  dealers.  We 
don't  think  this  would  increase  costs  much  at  all. 

Basically,  we  are  just  calling  on  the  managements  of  these  firms, 
which  we  point  out  have  the  primary  responsibility  here,  to  do  self- 
assessments  of  their  risk-management  systems,  perhaps  have  their 
external  auditors  come  in  and  assess  those  systems,  and  publicly 
report  on  those  systems. 
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In  addition,  we  are  asking  the  financial  accounting  standard  set- 
ters in  the  United  States  to  essentially  set  some  rules  for  certain 
derivatives  products  where  they  don't  presently  exist,  so  you  can 
have  comparable  financial  statements  and  reports  so  that  investors 
and  shareholders  will  have  the  isecessary  information  in  order  for 
this  market  discipline  that  people  talk  about  to  work. 

You  have  to  have  good  disclosure  of  these  risks  and  these  activi- 
ties made  available  to  the  investing  public. 

Mr.  Johnson.  Since  the  CFTC  has  responsibility  for  exchange- 
traded  derivatives,  why  isn't  it  the  logical  choice  to  provide  over- 
sight for  OTC  derivatives?  Doesn't  the  SEC  regulate  exchange-trad- 
ed and  OTC  markets  for  securities? 

Mr.  BOTHWELL.  With  regard  to  the  second  part  of  that  question, 
the  SEC  is  primarily  regulating  securities.  So  their  regulatory  au- 
thority in  its  fullest  context  exists  over  the  broker-dealers.  How- 
ever, the  OTC  derivatives  activities  of  securities  firms  are  con- 
ducted in  separate  affiliates,  and  the  only  authority  that  the  SEC 
has  over  the  OTC  affiliates  of  securities  firms,  is  to  gain  informa- 
tion. And  that  was  just  granted  through  the  Market  Reform  Act  of 
1990.  So  even  the  SEC  can't  go  into  the  OTC  affiliates  of  securities 
firms  and  do  examinations,  nor  do  they  have  the  ability  to  set  cap- 
ital requirements  for  the  OTC  derivatives  activities  of  securities 
firms. 

What  we  are  basically  saying  is  that  some  regulatory  agency,  and 
the  CFTC  is  one  likely  candidate,  should  be  given  regulatory  au- 
thority over  these  unregulated  affiliates  of  securities  firms  and  in- 
surance companies.  We  basically  lay  out  two  different  ways  this 
could  be  done.  One  follows  a  recent  legislative  proposal  where  there 
would  be  an  interagency  commission  established  to  set  up  consist- 
ent standards  and  rules.  These  rules  would  be  enforced  by  the  re- 
spective regulatory  agency.  But  some  agency  would  need  to  be 
given  authority  over  these  unregulated  dealers. 

Another  approach  was  that  which  was  recently  followed  by  Con- 
gress in  regulating  the  Government  securities  dealers.  In  that  case, 
Congress  chose  to  assign  different  responsibilities  to  varying  agen- 
cies according  to  their  respective  missions  and  expertise. 

For  example,  under  that  approach,  the  Treasury  was  given  re- 
sponsibility for  proposing  rules  regarding  capital  and  custodial 
types  of  rules  for  Government  securities  dealers.  The  SEC  was 
given  the  primary  responsibility  for  proposing  rules  with  regard  to 
preventing  abuse  and  market  manipulation.  In  addition,  that  ap- 
proach requires  the  agencies  to  consult  and  work  together  before 
issuing  any  rules. 

So  I  think  any  one  of  those  two  approaches  could  be  feasible,  but 
for  any  of  them  to  work  you  have  to  have  complete  coverage,  got 
to  have  some  agency  with  the  regulatory  authority  to  do  just  basic 
examinations,  setting  minimum  capital  requirements,  and  regu- 
latory reporting  requirements  so  that  regulators  have  the  informa- 
tion that  they  might  need  to  have  to  deal  with  a  crisis.  That  does 
need  to  be  done. 

Mr.  Johnson.  As  a  part  of  your  2-year  study,  did  you  review  pe- 
titions pending  by  the  Chicago  exchanges  regarding  establishment 
of  a  two-tier  professional  market  to — in  an  effort  to  draw  over-the- 
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counter  activity  on  to  the  exchange  floors,  or  did  that  not  coincide 
with  the  direction  or  issues  of  your  report? 

Mr.  BOTHWELL.  Mr.  Chairman,  we  didn't  do  an  extensive  study 
of  the  two-tier  market  proposal.  That  essentially  would  be  a  pretty 
substantial  deregulation  of  the  exchange-traded  derivatives  from 
what  currently  exists.  We  think  that  is  a  very  significant  proposal 
that  needs  to  be  carefully  considered,  including  what  its  implica- 
tions might  be.  And  we  know  that  the  CFTC  is  currently  undertak- 
ing that  type  of  consideration.  So  we  have  no  specific  recommenda- 
tions with  regard  to  that  particular  proposal.  However,  I  think  once 
the  new  Chair  gets  in  place  at  the  CFTC,  that  they  may  be  taking 
some  action  on  that  proposal. 

Mr.  Johnson.  Very  good.  Mr.  Combest. 

Mr.  Combest.  Thank  you,  Mr.  Chairman. 

Mr.  Bothwell,  on  page  15  of  your  report  you  emphasize  that  the 
first  issue  to  be  addressed  is  the  need  for  Congress  to  restructure 
the  regulatory  system.  Does  GAO  have  a  model? 

Mr.  Bothwell.  Mr.  Combest,  basically  what  we  are  saying  is 
that  the  present  regulatory  system  has  grown  up  over  a  number  of 
years  and  most  of  it  was  put  in  place  in  the  1930's  during  the 
Great  Depression.  And  the  marketplace  today,  the  marketplaces 
have  evolved  considerably  ever  since  the  1930's,  and  what  we  are 
seeing,  particularly  with  regard  to  derivatives,  which  I  think  is  a 
good  example  of  this,  is  that  the  markets  have  evolved,  but  the  reg- 
ulatory structure  has  really  evolved  much  more  slowly,  if  at  all. 
And  so  what  you  see  is  things  like  derivatives  are  growing  up  be- 
tween the  cracks  in  the  regulatory  system.  No  one  really  has  the 
authority  over  that  type  of  activity. 

So  what  we  are  saying  is  that  while  something  needs  to  be  done 
to  bring  in  these  unregulated  dealers,  in  addition  to  that,  you  need 
to  take  a  longer  look  at  the  whole  regulatory  structure  and  consider 
whether  or  not  we  have  the  most  efficient  and  effective-type  of 
structure,  and  if  not,  what  would  be  the  way  to  revise  it. 

We  don't  have  any  particular  proposal  of  our  own  on  that  score, 
but  we  certainly  would  stand  ready  to  assist  this  committee  and 
other  committees  of  jurisdiction  in  that  type  of  debate. 

Mr.  Combest.  Would  you  think  that  the  evolvement  of  the  regu- 
lation side  has  been  so  slow  that  basically  it  should  be  scrapped 
and  started  over,  or  do  you  think  that  in  looking  into  this  in  some- 
what greater  detail  that  the  current  regulatory — the  skeleton  is 
there  in  which  we  could  just  grow  from?  Do  you  have  a  feeling  one 
way  or  the  other  on  that? 

Mr.  Bothwell.  I  don't  think  you  ought  to  scrap  it  before  you 
have  something  to  replace  it.  But,  no,  I  do  feel  you  should  start 
with  probably  the  basic  elements  that  are  there,  and  consider 
which  are  working,  which  are  not  working,  and  which  types  of  reg- 
ulations have  perhaps  outlived  their  usefulness  in  light  of  today's 
markets. 

Today's  markets  move  much  more  quickly  than  they  did  30  years 
ago,  and  you  need  to  consider  what  other  additional  regulations  or 
standards  you  may  need  to  deal  with  today's  current,  fast  moving 
global  financial  markets.  So  I  don't  think  you  need  to  assume  that 
you  need  to  scrap  the  whole  system  before  you  start  your  delibera- 
tions and  your  discussions. 
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Mr.  COMBEST.  Do  you  have  feelings  about  which  parts  of  it  are 
not  working? 

Mr.  BOTHWELL.  Well,  we  have  done  some  work  for  the  banking 
committees  trying  to  look  at  some  of  the  bank  regulations  in  terms 
of  which  of  those  regulations  perhaps  might  not  be  necessary.  And 
we  have  made  some  recommendations  that  some  of  the  regulations 
in  lending,  in  terms  of  documentation,  particularly  documentation 
for  real  estate  lending,  be  pared  back. 

We  are  also  doing  a  study  of  more  of  the  social  types  of  regula- 
tion, community  investment  types  of  regulation,  that  affect  banks, 
and  are  trying  to  look  at  ways  that  those  could  be  structured  so 
they  would  be  less  burdensome  on  the  industry. 

Mr.  COMBEST.  I  concur  with  that  study.  I  said  for  a  long  time, 
banking  regulation  is — bankers  are  overregulated.  But  those  are 
comptroller  or  FDIC  regs  in  terms  of  FCIC— I  mean  CFTC  or  SEC 
as  it  regulates  the  market. 

Are  there  particular  areas,  and  more  specifically  as  you  have 
looked  at  this  derivatives  question,  that  you  just  don't  feel  that  are 
antiquated,  that  are  no  longer  needed?  I  don't  want  to  also  pile  on 
a  lot  of  new  regulations  and  just  pile  on.  You  know,  we  ought  to 
revisit  occasionally.  But  I  was  just  wondering  if  there  were  specific 
ones  from  your  investigation  in  the  CFTC  that  you  could  suggest 
to  us. 

Mr.  BoTHWELL.  No,  sir.  We  have  talked  to  industry  representa- 
tives from  the  exchanges  and  we  have  heard  concerns  about  the 
length  of  time  it  takes  to  get  new  products  or  new  contracts  ap- 
proved by  the  CFTC  and  listed  on  those  exchanges  and  to  start 
trading  on  those  exchanges.  So  I  think  that  is  an  area  that  CFTC 
may  be  wise  to  look  at  to  see  if  there  is  some  way  they  can  reduce 
the  time  it  takes  to  consider  and  approve  a  new  type  of  product. 
That  would  be  one  example  of  something  we  have  heard  about.  We 
haven't  ourselves,  in  this  study,  looked  at  those  specific  issues. 

Mr.  COMBEST.  Do  you  have  a  feeling  about  which  agency  should 
do  the  regulation  of  OTC  trades,  derivatives? 

Mr.  BOTHWELL.  No,  sir.  We  think  there  are  two  types  of  ap- 
proaches the  Congress  should  consider.  There  could  be  cases  made 
for  the  SEC  because  they  already  regulate  the  broker-dealers.  Per- 
haps it  makes  some  sense  for  them  also  to  regulate  the  OTC  affili- 
ates of  the  securities  firms. 

The  insurance  companies,  as  I  said  in  my  statement,  are  not  sub- 
ject to  Federal  regulation.  They  are  regulated  by  the  States,  the  in- 
surers are,  but  not  the  OTC  affiliates.  So  that  would  be  an  open 
question  there.  And  perhaps  the  CFTC  could  also  be  a  viable  can- 
didate. But  we  don't  have  any  specific  recommendations  about 
which  agency  at  this  time. 

Mr.  COMBEST.  Just  before  my  time  runs  out  on  this  round.  Did 
you  look  at  the  implication  that  the  regulation  might  have  on  over- 
seas competitors? 

Mr.  BoTHWELL.  Yes,  sir.  As  we  pointed  out,  this  is  an  inter- 
national market.  And  when  the  regulators  are  working  with  mar- 
ket participants,  and  we  think  that  is  the  way  it  should  be  done, 
with  them  working  together,  that  they  have  in  mind  the  competi- 
tive implications  of  whatever  regulations  they  produce. 
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Our  framework,  we  do  not  believe,  is  going  to  lead  to  any  in- 
creased costs  or  severely,  or  to  any  substantial  extent,  disadvan- 
tage U.S.  dealers  in  this  marketplace.  But  there  is  a  need  to  bal- 
ance competitiveness  with  the  need  to  protect  the  stability  of  the 
financial  system.  As  we  noted,  there  is  a  balancing  act  here. 

Mr.  Johnson.  Ms.  Long.  Or,  excuse  me,  Mr.  Peterson,  do  you 
have  any  questions? 

Mr.  Peterson.  No. 

Mr.  Johnson.  Ms.  Long. 

Ms.  Long.  Thank  you,  Mr.  Chairman. 

Who  are  the  predominant  players  in  over-the-counter  market? 

Mr.  BOTHWELL.  Ms.  Long,  as  we  said,  there  are  essentially  15 
major  U.S.  players  in  the  over-the-counter  market.  There  are  seven 
national  banks.  Pardon  me,  there  are  seven  banks,  four  of  whom 
are  national  banks;  three  are  regulated  by  the  Federal  Reserve 
System.  There  are  five  U.S.  securities  firms,  and  there  are  three 
U.S.  insurance  companies.  If  you  wish,  I  could  list  you  the  names 
of  the  firms  or  submit  them  for  the  record. 

Ms.  Long.  I  would  like  those  submitted  for  the  record. 

[The  information  follows:] 
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Appendix  V 

15  Major  U.S.  OTC  Derivatives  Dealers  and 
Their  Notional/Contract  Derivatives 
Amounts 


Dollars  in  millions 

Banks 

Chemical  Banking  Corporation 

$1,620,819 

Citicorp 

1.521.400 

J.P.  Morgan  &  Co..  Inc. 

1.251.700 

Bankers  Trust  New  York  Corporation 

1.165.872 

The  Chase  Manhattan  Corporation 

886.300 

BankAmerica  Corporation 

787.891 

First  Chicago  Corporation 

391,400 

Securities  firms 

The  Goldman  Sachs  Group.  L.P. 

752.041 

Salomon,  Inc. 

729.000 

Merrill  Lynch  &  Co..  Inc. 

724.000 

Morgan  Stanley  Group.  Inc. 

424.937 

Shearson  Lehman  Brothers.  Inc.* 

337.007 

insurance  companies 

American  International  Group.  Inc. 

198,200 

The  Prudential  Insurance  Company  of  America 

121,515 

General  Re  Corporation 

82,729 

Total 

$10,994,811 

•The  1992  annual  report  from  which  we  denved  this  inlormation  was  issued  by  Shearson  Lehman 
The  firm  no  longer  ewsts  under  this  name. 

Source:  Annual  reports  lor  1992 
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Ms.  Long.  Any  of  them  have  an  advantage  over  the  others? 

Mr.  BOTHWELL.  I  don't  beHeve  the  information  that  we  have 
gained  would  let  us  address  whether  or  not  some  were  advantaged 
over  the  others.  Basically  we  pointed  out  that  some  are  regulated 
and  some  aren't,  but  we  don't  think  that  the  regulation  is  any  sig- 
nificant burden  or  should  be  any  significant  burden  to  that  extent. 

Ms.  Long.  Do  you  want  to  elaborate  on  that?  I  think  you  talked 
about  it  earlier,  but  if  you  would 

Mr.  BOTHWELL.  Well,  the  banks  are  subject  to  bank  regulation, 
where  the  OCC  and  the  Federal  Reserve,  whichever  is  the  primary 
regulator,  comes  in  and  does  annual  examinations. 

In  particular,  they  are  doing  examinations  of  the  risk-manage- 
ment systems  over  the  derivatives  business.  And  one  part  of  what 
we  did  in  our  study  is  we  looked  at  the  examinations  that  were 
done  by  the  major  bank  players  in  this  market  over  a  3-year  period 
and  we  found  out  that  the  examinations  were  showing  significant 
weaknesses  in  the  risk-management  systems  in  this  period  of  time, 
pretty  major  things  like  failure  to  set  or  follow  risk  limits,  failure 
to  do  stress  testing.  I  think  that  is  something  that  is  very  impor- 
tant to  do,  for  the  managements  of  these  firms  to  be  doing,  is  stress 
testing  their  systems,  ji^d  so  that  was  some  of  the  evidence  that 
we  found,  that  there  are  current  weaknesses  even  in  the  bank  reg- 
ulation. 

But  at  least  the  bank  regulators  have  the  authority  to  go  in  and 
examine  the  systems.  They  also  have  the  authority  to  set,  and  have 
set,  capital  requirements  over  the  banks'  derivatives  activities.  And 
they  also  have  regulatory  reporting  requirements. 

Now,  these  reporting  requirements  are  only  quarterly,  however. 
And  as  I  said,  these  markets  can  be  very  fast  moving.  If  you  get 
in  a  crisis,  it  can  move  very  fast  and  very  far,  because  there  are 
substantial  linkages  among  these  dealers.  So  what  we  are  rec- 
ommending is  that  the  regulators  consider  requiring  more  frequent 
reporting  of  information  about  their  derivatives  activities  so  they 
have  the  ability  to  better  respond  to  any  type  of  financial  problem 
that  occurs,  before  it  spreads. 

But  on  the  other  hand,  the  security  regulators  cannot,  and  State 
insurance  regulators  cannot,  go  in  and  do  examinations  of  the  af- 
filiates. They  can  examine  the  insurance  firm,  but  these  OTC  ac- 
tivities are  in  affiliates  of  the  holding  companies.  They  don't  have 
the  authority  to  go  in  and  do  the  examinations.  They  can  get  infor- 
mation, or  else  ask  that  information  be  provided,  but  they  don't 
really  set  regulatory  reporting  requirements;  nor  do  they  have  the 
ability  to  set  capital  standards. 

And  the  same  is  true  for  the  SEC.  They  can  go  in  and  examine 
and  set  capital  standards  and  reporting  requirements  over  the 
broker-dealer,  but  the  OTC  business  is  done  in  an  affiliate  of  the 
securities  firm.  So  they  can't  go  in  and  examine  the  systems  there, 
which  we  think  is  very  important  to  do,  and  they  can't  set  the  cap- 
ital standard.  They  can  get  information  by  a  recent  act  of  Congress, 
the  Market  Reform  Act  of  1990.  They  can  request  information,  but 
they  really  can't  go  in  and  verify  what  they  are  getting.  They  have 
to  take  it  on  faith. 

We  think  there  is  a  public  interest  here;  regulators  shouldn't 
have  to  rely  on  the  good  faith  of  the  industry. 
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Ms.  Long.  Thank  you. 

Mr.  Johnson.  Mr.  Smith. 

Mr.  Smith  of  Michigan.  Thank  you,  Mr.  Chairman. 

I'm  trying  to  learn  more  about  these  special  derivatives,  while  at 
the  same  time  doing  what  I  think  Congress  should  be  doing  now, 
and  that  is  seriously  questioning  any  expansion  of  regulation  un- 
less it  is  proved  absolutely  that  there  is  a  risk  to  citizens  and  tax- 
payers of  this  country. 

Mr.  Bothwell,  you  suggested  that  law  and  I  assume  you  were  try- 
ing to  justify  the  need  for  that  regulation.  You  said  that  losses  in 
these  derivatives  can  jeopardize  financial  institutions,  et  cetera, 
that  would  result  in  taxpayers  having  to  bail  these  people  out.  Is 
there  any  case  in  these  tradings  of  over-the-counter  derivatives 
where  taxpayers  had  to  bail  out  the  financial  institution  or  the  par- 
ticular buyer  of  that  derivative? 

Mr.  Bothwell.  Not  so  far,  Mr.  Smith.  There  was  a  case  of  the 
failed  Bank  of  New  England,  which  resulted  in  $1  billion  loss.  They 
had  a  substantial  book  of  derivatives  activities.  It  was  essentially 
a  $30  billion  on  balance  sheet  bank  with  a  $30  billion  off  balance 
sheet  derivatives  exposure.  However,  the  derivatives  activity  in 
that  case  wasn't  the  cause  of  the  bank  failure.  But  it  did  take  the 
regulators  a  substantial  amount  of  time,  several  months  here,  to 
unwind  that  derivatives  position. 

Mr.  Smith  of  Michigan.  Is  it  my  understanding  that  CFTC  has 
said,  look,  this  specialty  derivative  is  for  the  big  players?  You  indi- 
cated that  there  are  only  15  institutions  that  are  willing  to  com- 
pute the  risk  and  cost  to  buy  or  put  into  these  derivatives.  The 
CFTC  has  said  that  you  have  to  have  $5  million  of  assets  or  $1  mil- 
lion of  net  worth  to  trade  in  derivatives.  I  mean,  it  is  not  a  man 
on  the  street  type  transaction. 

So  my  question  is:  Why  should  Grovernment  be  more  interested 
in  this  investment  of  this  large  company  than  they  are  in,  for  ex- 
ample, GM  deciding  to  build  a  new  exotic  car  and  borrowing  exorbi- 
tant funds  from  a  financial  institution?  Why  are  you  more  inter- 
ested in  supervising  this  transaction  than  you  are  of  a  particular 
company  decision  to  start  a  highly  risky  new  product  line? 

Mr.  Bothwell.  I  think  there  are  two  basic  reasons,  Mr.  Smith. 
One,  the  involvement  of  federally  insured  banks,  the  very  large  in- 
volvement of  federally  insured  banks  in  this  business,  plus  the  fact 
that  the  dealers 

Mr.  Smith  of  Michigan.  Those  banks  would  be  just  as  involved 
in  this  new  venture  of  a  new  product  line  by  GM. 

Mr.  Bothwell.  They  could  be  through  lines  of  credit,  yes,  they 
could  have  some  exposure  there.  Plus  the  fact  that,  of  these  link- 
ages that  exist  in  this  market,  something  like  40  percent  of  the 
business  here  of  the  dealers  is  exposure  to  each  other.  So  we  think 
one  factor  that  makes  this  a  public  interest  is  the  involvement  of 
federally  insured  banks  and  the  use  of  insured  deposits  behind  this 
activity  within  the  banks.  The  other  factor  that  would  make  it  a 
Federal  responsibility  is  the  Federal  Grovernment's  responsibility  to 
maintain  the  stability  of  the  U.S.  financial  system. 

Mr.  Smith  of  Michigan.  But  still,  you  can  go  to  these  federally 
insured  banks  to  borrow  money  to  start  a  new  Saturn  line  for  GM, 
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which  started  out  very  risky,  and  has  the  same  danger  of  jeopardiz- 
ing that  financial  institution  as  investing  in  one  of  these  specialty 
derivatives. 

Mr.  BOTHWELL.  Oh,  yes,  and  all  we  are  calling  for  is  the  same 
regulatory  system  that  exists  over  these  lending  activities  of  banks. 

Mr.  Smith  of  Michigan.  But  we  have  already  said  they  have  to 
be  well-capitalized  and  sophisticated  to  be  able  to  be  players  in  this 
game. 

Let  me  ask  you  another  question.  Why  isn't  the  marketplace  re- 
sponding to  have  some  of  this  oversight?  The  business  newsletters 
that  are  examining  these  15  players  in  derivatives,  saying,  well, 
here  is  one,  you  better  subscribe  to  our  newsletter  because  we  have 
some  of  the  top  economists  in  the  United  States,  maybe  even  better 
than  some  of  the  Government  economists,  analyzing  the  stability 
and  security  of  these  players  and  here  is  our  advice. 

Mr.  BOTHWELL.  Mr.  Smith,  the  industry  is  responding  or  appears 
to  be  responding.  We  think  that  is  very  positive.  However,  we  don't 
believe  that  you  can  necessarily  rely  just  on  the  response  of  the  pri- 
vate sector  here. 

What  we  have  seen  time  and  time  again  in  things  like  the  LDC 
debt  or  the  real  estate  lending  in  the  past  few  years,  is  that  when 
a  business  first  starts,  it  starts  out  and  becomes  very  profitable, 
but  other  types  of  institutions  will  try  and  enter  that  market.  And 
as  they  do,  in  order  to  gain  market  share  and  compete  with  the  es- 
tablished businesses  here,  they  will  start  to  eventually  lower 
prices.  And  then  you  can  get  into  trouble,  as  we  saw  in  these  past 
types  of  events.  And  so  I  don't  think  you  can  necessarily  count  on 
market  discipline  to  prevent  that  from  happening.  That  is  just  the 
natural  outcome  of  competitive  environments. 

Mr.  Smith  of  Michigan.  Are  you  suggesting  that  is  not  working? 

Mr.  BOTHWELL.  I  am  suggesting  that  with  the  public  interest 
that  you  not  rely  solely  on  private  solution. 

Mr.  Smith  of  Michigan.  Why  should  Government  bureaucrats  be 
able  to  determine  what  is  the  proper  risk  for  any  firm  that  wants 
to  try  to  guarantee  themselves  in  some  fashion  by  buying  one  of 
these  derivatives?  Why  isn't  the  management  of  that  firm  better 
capable  than  GAO  in  determining  what  the  risk  of  that  particular 
investment  is? 

Mr.  BOTHWELL.  Oh,  well,  we  don't  think  that  the  Government — 
and  nothing  we  recommend  would  put  the  Government  making 
those  decisions  about  what  risks  a  firm  should  take  on.  I  mean, 
that  is  the  responsibility  of  those  firms.  And  what  we  are  saying 
is  that  the  boards  of  directors  and  senior  management  of  those 
firms  need  to  know  what  risks  that  their  own  firms  are  taking  on 
and  need  to  have  sound  risk-management  systems  in  place  so  they 
can  assess  and  properly  control  their  risks. 

We  have  seen  time  and  time  again  recently  that  major  sophisti- 
cated corporations  and  the  CEO's  of  these  corporations  have  suf- 
fered substantial  losses  from  derivatives  and  they  weren't  even 
aware  of  what 

Mr.  Smith  of  Michigan.  Hopefully,  they  wouldn't  do  it  twice, 
though,  or  three  times.  I  am  just  very  nervous  about  Government 
intervening  when  we  have  already  said  this  isn't  the  man  on  the 
street,  these  people  have  to  have  net  worth  of  $1  million  or  assets 
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of  $5  million,  before  they  can  be  players.  And  to  say  that  we  have 
to  go  protect  these  big  firms  because  they  might  be  ventureing  into 
a  risk  that  they  don't  know  enough  about,  I  think  is  a  dangerous 
avenue  to  continue  to  push  Government  into. 

Mr.  BOTHWELL.  Just  one  other  point  on  that.  I  mean  part  of  what 
we  are  recommending  would  increase  the  ability  of  the  market  to 
self-discipline  itself.  Because  what  we  are  advocating  is  more  dis- 
closure. 

Right  now  there  is  inadequate  disclosure  of  how  much  is  at  risk 
in  these  commercial  corporations  from  derivatives  activities.  Is 
their  treasury  being  looked  to  as  a  profit  center  rather  than  a  cost 
center?  How  much  in  terms  of  earnings  are  at  risk  for  speculative 
types  of  activities?  Firms  should  disclose  that  in  their  financial  re- 
ports so  that  shareholders  and  investors  who  aren't  all  large  and 
sophisticated  know  what  risks  that  that  firm  is  entering  into. 

Just  today  there  are  two  reports  in  the  paper  about  mutual 
funds.  Again,  there  are  a  lot  of  small  investors  in  mutual  funds  and 
the  mutual  funds  are  reporting  now  substantial  losses  on  deriva- 
tives. We  are  not  trying  to  stop  that  activity.  Derivatives  products 
are  good  products  if  they  are  properly  managed  and  used  and  if 
they  are  disclosed  so  that  investors  can  make  their  own  decisions 
about  the  investments  they  want  to  make  and  know  the  risks  that 
they  are  making  with  their  investments.  That  is  all  we  are  asking 
for. 

Mr.  Smith  of  Michigan.  Mr.  Chairman,  thank  you.  If  we  have 
time  on  the  follow-up  round,  I  will  ask  some  more. 

Mr.  Johnson.  Mrs.  Thurman. 

Mrs.  Thurman.  No  questions. 

Mr.  Johnson.  Mr.  Allard. 

Mr.  Allard.  I  want  to  thank  the  panel  for  being  here,  but  I 
would  like  to  kind  of  pursue  the  idea  of  how  this  positions  us  in 
the  international  markets  and  being  in  a  competitive  position.  You 
brought  up  an  example  of  the  Bank  of  England,  for  example.  How 
much  do  we  do  in  the  derivatives  market  that  is  related  to  foreign 
trade? 

Mr.  BoTHWELL.  Well,  we  surveyed  15  major  U.S.  dealers  and  14 
responded  to  our  survey.  Those  14  reported  that  about  24  percent 
of  their  business  was  with  foreign  dealers. 

Mr.  Allard.  And  of  those  that  have  been  reported  as  problem 
areas  how  many  of  those  have  dealt  with  foreign  traders  in  swaps 
or  these  derivatives? 

Mr.  Bothwell.  I  am  sorry,  I  am  not  following. 

Mr.  Allard.  Of  those  that  have  been  called  to  your  attention 
where  we  are  having  problems — are  we  having  problems  with  de- 
rivatives? 

Mr.  Bothwell.  Some  firms  are  having  problems  with  deriva- 
tives, yes. 

Mr.  Allard.  Of  those  firms  that  are  having  derivatives  problems, 
how  many  of  them  are  dealing  with  foreign  derivatives? 

Mr.  Bothwell.  Well,  several  of  the  ones  that  have  been  recently 
reported  in  the  press,  and  we  don't  have  any  more  information 
than  what  we  read  in  the  papers  here  about  these  cases,  they  were 
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sold  by  U.S.  dealers.  But  in  addition  to  that,  there  are  foreign  deal- 
ers that  are  operating  in  the  United  States  as  well.  But  we  don't 
know  of  any  instances  where 

Mr.  Allard.  But  usually  those  derivatives  are  two-way  trans- 
actions, so  U.S.  dealers,  who  is  on  the  other  end? 

Mr.  BOTHWELL.  Well,  who  is  on  the  other  end,  could  be  another 
dealer,  it  could  be 

Mr.  Allard.  Was  it  all — my  question,  is  it  all — was  it  all  U.S. 
dealers  or  were  there  foreign  dealers  involved  with  those? 

Mr.  BOTHWELL.  I  will  ask  Mike  to  answer. 

Mr.  Burnett.  We  don't  have  the  information  to  know  specifi- 
cally, but  it  could  be  both.  I  mean,  many  of  these  transactions  in- 
volve several  parties  and  they  could  be  from  anywhere  around  the 
world. 

Mr.  Allard.  I  think  this  is  a  really  important  issue,  maybe  a 
shortfall.  You  know,  it  is  unclear  to  me,  you  have  25  percent  of 
your  market  is  foreign,  and  it  is  unclear  to  me  how  you  are  going 
to  manage  that  risk,  for  example,  in  the  Bank  of  England. 

Mr.  BOTHWELL.  Oh,  yes,  that  is  a  complicating  aspect,  and  what- 
ever is  done  in  this  country  needs  to  be  harmonized  with  regula- 
tions that  are  overseas. 

Again,  that  is  one  of  our  recommendations.  You  can't  just  do  this 
in  a  vacuum.  I  mean,  you  need  to  work  together.  The  SEC  needs 
to  work  with  securities  regulators  overseas,  the  CFTC  needs  to 
work  with  regulators  overseas,  and  the  bank  regulators  need  to 
work  with  the  regulators  overseas  to  try  and  harmonize  our  regu- 
latory systems  here. 

Mr.  Allard.  Would  you  say  that  we  have  a  definite  risk  that  we 
could  put  such  a  regulatory  burden  on  our  dealers  that  they  cannot 
compete  overseas,  and  what  happens,  you  have  all  your  derivatives 
markets  move  overseas  and  you  find  out  that  the  derivatives  not 
only  have  a  risk,  but  they  are  also  a  protecting  mechanism  there, 
they  help  cover  yourself  on  the  other  side  of  the  deal.  And  so  if  you 
move  all  that  overseas,  then  dealers  don't  have  the  opportunity  to 
use  that  here  with  business  dealings  here  in  this  country.  Would 
you  say  there  is  decided  risk — there  is  a  risk  in  that? 

Mr.  BOTHWELL.  There  could  be  some  risks.  I  wouldn't  say  it  is 
a  major  risk.  Much  of  what  we  are  recommending,  as  I  said,  is  al- 
ready in  place  for  the  U.S.  banks,  and  they  are  the  largest  U.S. 
dealers.  They  have  not  moved  overseas. 

Mr.  Allard.  Are  you  talking  about  25  percent  of  your  trans- 
actions. That  is  pretty  sizeable — we  got  $12  trillion  on — is  that  a 
global  amount? 

Mr.  BOTHWELL.  Yes,  that  is  a  global  amount. 

Mr.  Allard.  So  we  are  involved  probably  in  a  good  deal  of  that 
futures. 

Mr.  BOTHWELL.  Oh,  yes. 

Mr.  Allard.  So  it  looks  to  me  like  dollarwise,  even  25  percent 
we  are  talking  about  a  large  chunk  of  change. 

Mr.  BOTHWELL.  Yes,  sir,  that  is  the  notional  amount  of  these  con- 
tracts. It  is  not  the  amount  that  is  being  exchanged  by  these  par- 
ties. 

Ms.  Trop.  Something  else  to  point  out  here,  though,  is  that  the 
major  dealers  internationally  are  all  regulated  in  their  domiciled 
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countries.  So  this  is  the  only  country  with  a  major  dealer  popu- 
lation where  you  have  a  segment  that  is  unregulated.  And  CFTC 
is  also,  when  you  bring  them  up  to  testify,  has  done  some  very  in- 
teresting work  on  the  competitiveness  of  the  exchanges  and  the 
OTC  markets  that  pertain  to  your  question. 

Mr.  Allard.  You  don't  think,  then,  that  there  is  a  problem  with 
our  putting  more  regulations  on  the  derivatives  market  and  shift- 
ing the  competitive  edge  to  out  of  the  country? 

Mr.  BOTHWELL.  Not  if  it  is  done  the  right  way.  I  don't  think  you 
want  excessive  heavy-handed  regulation.  I  don't  think  that  is  what 
we  are  recommending. 

Mr.  Allard.  You  know,  you  have  shown  up  before  this  commit- 
tee and  said,  well,  we  think  there  is  regulatory  gaps  but  on  the 
other  hand  we  don't — we  have  to  be  careful  about  excessive  regu- 
latory regulation. 

I  would  like  to  see  a  specific  recommendation.  You  say  more  dis- 
closure. Are  you  talking  about  once  a  month?  Right  now  you  get 
quarterly  reports.  Are  you  talking  about  once  a  month?  And  when 
you  get  down  to  monthly  reports,  I  mean  the  derivatives  market 
from  what  I  understand  can  change  within  a  week  or  just  a  few 
days.  How  are  you  going  to  require  enough  reporting  reports  to 
cover  those  quick  fluid  markets  that  happen  like  that? 

It  seems  to  me  that  your  quarterly  report  is  about  as  reasonable 
as  we  are  going  to  get.  If  we  get  to  monthly  or  every  biweekly  or 
whatever,  they  spend  all  their  time  filling  out  papers  and  never  get 
any  business  done. 

Mr.  BOTHWELL.  Well,  sir,  just  in  partial  response,  then  I  will  ask 
Bob  to  talk  about  the  public  disclosures  issue,  but  with  regard  to 
the  regulatory  reporting  requirements,  I  think  it  is  important  to 
know  that  the  major  dealers  have  almost,  and  some  of  them  have, 
real  time  information  about  what  their  positions  are  in  this  mar- 
ket. 

One  of  the  major  dealers  we  talked  to  in  Chicago,  they  could  tell 
within  15,  20  minutes,  exactly  what  their  positions  are.  Another 
dealer,  they  get  a  summarized  report  at  the  end  of  every  day  show- 
ing what  their  positions  are.  That  information  is  in  the  firms  and 
the  firms  themselves  think  it  is  necessary  for  them  to  properly 
manage  their  activities,  know  their  risks  and  know  their  positions. 
The  information  is  there. 

As  you  note,  it  is  not  going  to  be  very  useful  if  it  is  just  filled 
out  on  a  form  and  submitted  once  a  quarter  to  Washington.  But  we 
think  there  is  a  way  that  the  regulators,  working  with  the  indus- 
try, can  come  up  with  perhaps  even  an  electronic  system  to  have 
some  basic  information  about  major  positions.  This  is  done.  The 
CFTC  does  this  today.  They  have  daily  reporting  requirements  for 
the  major  positions  of  the  futures  firms.  We  don't  see  any  reason 
why  this  couldn't  be  done  for  major  OTC  dealers. 

Bob,  do  you  want  to  talk  more  about  the  public  disclosures? 

Mr.  Gramling.  I  think  you  really  have  a  point  in  terms  of  the 
rapidness  with  which  the  market  is  moving.  I  would  take  you  back, 
though,  in  terms  of  going  a  little  bit  from  disclosures  to  what  we 
are  talking  about  for  risk-management  systems.  I  was  just  recently 
reading  a  publication  put  out  by  Moody's  Investment  Service. 
Moody's  drew  an  analogy  derivative  to  the  real  estate  market.  For 
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real  estate,  they  said  location,  location,  location.  And  for  deriva- 
tives, it  was  controls,  controls,  controls.  I  think  that  is  what  is  real- 
ly important  in  corporate  governance  here,  that  you  have  account- 
ability within  the  entity.  Much  of  what  we  are  talking  about  is  just 
that,  knowledgeable  board  of  directors,  informed  audit  committees, 
and  the  work  of  the  external  auditors  to  ensure  that  these  risk- 
management  systems  are  in  place  and  functioning. 

Mr.  Allard.  Right.  And  what  you  say  there  is  all  internal  and 
how  are  more  regulations  going  to  make  that  better  and  it  seems 
to  me  that  is  the  stockholders  who  elect  the  board  of  directors  to 
demand  that  kind  of  accountability. 

Mr.  Gramling.  It  comes  down  in  terms  of  public  reporting  on 
that  accountability.  We  are  advocating  that  management  report  on 
its  controls.  This  is  a  similar  requirement  that  exists  now  for  the 
largest  banks  and  thrifts  in  our  country.  Also,  the  auditor  as  part 
of  the  annual  financial  audit  is  there  looking  at  management's  as- 
sertion on  controls,  which  gives  credibility  to  management's  asser- 
tion. And  you  get  that  out  in  the  public  environment  so  that  inves- 
tors have  some  confidence  as  to  what  is  going  on  within  that  insti- 
tution in  these  types  of  activities. 

Each  of  the  major  dealers  that  we  talked  to  advised  us  they  have 
the  risk-management  systems,  and  they  all  say  the  systems  are 
getting  better  all  the  time.  So  we  are  not  asking  them  to  build 
something  from  scratch  here.  What  we  are  saying,  though,  is  be 
sure  internally  that  the  systems  are  functioning  as  you  think  they 
are.  And  with  that,  I  think  that  is  why  we  draw  on  the  banking 
model  and  say  management  should  be  willing  to  report  on  the  con- 
dition of  those  controls. 

Mr.  Allard.  I  see  my  time  is  at  an  end.  Thank  you,  Mr.  Chair- 
man. 

Mr.  Johnson.  You  may  continue  your  line  of  reasoning  the  next 
go  round.  Mr.  Glickman,  the  gentleman  from  Kansas. 

Mr.  Glickman.  Thank  you.  I  appreciate  you  letting  me  do  this. 
Let  me  just  make  a  couple  of  points. 

It  seems  like  that  old  song,  "It  seems  we  stood  and  talked  like 
this  before."  For  the  last  8  years,  I  have  proposed  legislation  merg- 
ing the  SEC  and  the  CFTC  as  a  first  step  of  bringing  some  sense 
to  how  we  regulate  financial  products.  We  regulate  them  as  we  did 
in  the  1930's.  There  has  not  been  a  fundamental  change,  really 
fundamental  in  terms  of  the  banking  system,  the  securities  system, 
or  the  futures  system,  in  terms  of  how  we  regulate  really  since  the 
new  deal.  And  isn't  one  of  the  problems  here  that  we  are  still  stuck 
with  the  regulatory  scheme  that  is  fundmentally  a  new  deal  regu- 
latory scheme? 

Mr.  BOTHWELL.  Yes,  sir,  that  is  a  very  good  point;  that  is  one  we 
make  as  well.  As  you  point  out,  the  regulatory  structure  basically 
was  put  in  place  in  the  1930's. 

Mr.  Glickman.  So  we  don't  regulate  functionally  and  turf  be- 
comes one  of  the  driving  forces.  Does  the  Agriculure  Committee 
keep  jurisdiction?  Does  Mr.  Dingell  keep  jurisdiction?  What  is  the 
role  of  the  Banking  Committee  in  all  this  kind  of  thing?  And  it  has 
just  been  frustrating  to  me  to  see  that  we  are  not  doing  this  on  the 
basis  of  function.  And  I  am  not  talking  about  what  the  sensibility 
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of  the  regulation  is.  We  all  recognize  that  we  want  a  dynamic  en- 
trepreneurial marketplace  to  survive,  but  when  you  regulate  based 
on  what  agency  is  doing  it  or  what  committee  of  Congress  has  ju- 
risdiction, you  create  a  dysfunctional  situation  where  now  you  have 
a  derivatives  market  that  has  been  created  with  nobody  really  from 
an  oversight  perspective  watching  the  thing. 

Then  I  would  just  ask  you  this  other  question.  There  is  a  piece 
in  Congress  Daily  where  the  Federal  Reserve  Governor,  John 
La  Ware,  said  the  following.  I  would  like  to  get  your  comments  on 
that.  He  said,  Congress  should  not  attempt  to  further  regulate  de- 
rivatives markets  because  legislation  would  inevitably  try  to  set 
standards  or  parameters  for  the  industry  which  ignore  individual 
differences  among  institutions. 

He  said,  high  losses  in  the  derivatives  market  by  large  corpora- 
tions are  the  exception,  and  have  been  exaggerated  by  the  media. 
Most  derivatives  traders  know  the  risks  of  trading,  he  said,  adding 
if  risk  is  managed  properly,  derivatives  are  not  dangerous.  Are  we 
really  concerned  that  some  of  the  rich  high  rollers  lose  a  bundle  in 
the  course  of  a  market  adjustment,  he  said.  Well,  I  for  one  have 
not  shed  any  tears.  And  there  is  no  evidence  that  gullible  widows 
and  orphans  are  playing  the  derivatives  market. 

Now,  I  would  ask  you  to  comment  on  that,  and  particularly  what 
is  the  public  risk?  You  know,  he  is  placing  this  risk  at  widows  and 
orphans,  but  I  would  say  more  generally,  what  is  the  public  risk 
to  what  we  are  talking  about  here  without  some  form  of  regulation? 

Mr.  BOTHWELL.  Mr.  Glickman,  the  public  risk  is  that  one  of  these 
major  dealers  will  get  into  trouble,  perhaps  totally  unrelated  to  its 
derivatives  activities,  perhaps  another  activity  in  another  part  of 
the  firm,  and  withdraw  from  the  market.  That  could  cause  liquidity 
problems  in  the  derivatives  markets.  Some  of  these  instruments 
are  not  traded  in  very  high  volumes.  And  so  there  is  a  potential 
here,  certainly  not  a  certainty,  we  are  not  saying  it  is  a  certainty, 
but  there  is  a  potential  that  if  one  of  these  major  dealers,  and  there 
are  extensive  linkages  between  them,  gets  into  trouble  and  with- 
draws from  the  market,  that  that  is  going  to  create  problems  for 
the  other  dealers  and  for  end-users  and  even  for  the  exchange-trad- 
ed markets.  And  as  we  noted,  there  is  also  the  involvement  of  fed- 
erally insured  banks  here.  So  if  this  problem  spreads  to  an  insured 
financial  institution  that  is  backed  up  by  the  bank  insurance  fund 
which  is  backed  up  by  the  full  faith  and  credit  of  the  United  States, 
that  could  be  the  way  that  there  is  an  exposure  here  to  the  U.S. 
taxpayers. 

And  the  other  comment  I  would  have  for  Governor  LaWare  is 
that  surely  someone  is  not  doing  this  right,  because  it  is  the  same 
business.  This  OTC  derivatives  business  is  the  same  business  and 
it  is  being  done  in  banks  and  insurance  firms  and  in  securities 
firms  under  different  regulatory  regimes.  So  if  there  is  such  a  thing 
as  an  optimal  regulatory  regime,  one  of  them  isn't  it,  at  least. 

And  what  we  are  saying  is  that  the  risks  there  are  probably  the 
same  risks  as  present  in  your  banking  system  so  you  ought  to 
apply  the  same  type  of  regulatory  framework  as  applies  to  large 
banks  to  large  derivatives  dealers. 

Mr.  Glickman.  OK.  And  what  would  a — they  are  going  to  be  tes- 
tifying later,  but  what  would  a  derivatives  dealer  say  to  that?  If 
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you  were  a  derivatives  dealer,  what  would  you  say  to  putting  you 
under  the  same  kind  of  regulatory  structure  that,  say,  the  banking 
system  would  be  under,  in  terms  of  their  trading  in  derivatives? 

Mr.  BOTHWELL.  I  would  say  the  arguments  that  they  make,  that 
they  can  rely  on  market  discipline  to  perform  this  function,  that  it 
is  the  same  old  risks.  And  our  response  to  that  is  that  it  may  be 
the  same  types  of  risks,  but  some  of  the  risks  of  these  products, 
these  complex  derivatives  products,  aren't  the  same  and  they  are 
very  substantial  and  they  need  to  be  properly  managed  and  con- 
trolled. And  because  of  the  risk  of  a  problem  that  might  spread 
throughout  the  financial  system,  that  is  also  a  Government  respon- 
sibility. 

Mr.  Glickman.  Can  you  quantify  the  risk?  I  mean,  are  we  talk- 
ing about  something  that  is  likely,  not  so  likely  in  the  severity,  the 
intensity  of  the  risk,  if  we  were  to  do  nothing,  let's  say? 

Mr.  Both  WELL.  Mr.  Glickman,  I  would  say  the  amount  of  the 
risks  will  vary  over  time.  Our  own  feeling  is  based  upon  our  inter- 
views with  all  the  major  U.S.  derivatives  dealers  who  describe 
these  pretty  sophisticated  risk-management  systems.  So  we  have 
the  sense  that  they  have  their  operations  under  control. 

The  problem  is,  no  one  can  go  in  and  validate  that.  We  couldn't 
go  in  and  validate  it.  The  SEC  can't  go  in  and  validate  it  for  the 
OTC  afTiliates.  They  can  get  information  describing  these  systems, 
just  as  we  could,  but  they  really  can't  go  and  see  for  themselves, 
and  the  insurance  firms  affiliates  as  well.  So  you  really  have  to 
take  it  on  faith. 

And  as  I  said,  as  markets,  financial  markets  and  new  products, 
mature,  there  is  a  risk  that  new  entrants  will  enter  the  industry, 
will  not  be  as  well-capitalized,  will  not  have  put  in  the  investments 
in  the  sophisticated  risk-management  systems  that  the  current 
major  dealers  have,  or  say  they  have,  and  so  that  could  be  where 
you  get  a  real  problem  here.  You  get  a  second  tier  firm  growing, 
entering  the  market  in  a  big  way.  It  hasn't  made  the  investments, 
it  wants  to  lower  its  price  to  gain  market  share.  One  of  the  ways 
to  lower  price  is  cut  your  costs,  perhaps  not  make  those  invest- 
ments and  you  could  get  problems  that  way. 

Mr.  Glickman.  Mr.  Chairman,  I  would  say  that  while  we  have 
to  do  something  sensible  here,  and  I  don't  want  to  do  anything  to 
distort  the  importance  of  the  derivatives  industry,  I  think  you  have 
made  a  good  case,  Mr.  Bothwell,  for  Congress  to  take  a  serious  look 
at  this. 

This  is  the  same  kind  of  prewarning  that  some  people  gave  us 
before  October  of  1987,  I  think  it  was,  and  there  weren't  circuit 
breakers  in  place  to  prevent  the  chaos  that  happened — actually, 
they  were  in  place  but  we  then  modified  some  of  those  circuit 
breakers  later  on  to  prevent  catastrophe  in  the  marketplace. 

We  really  do  need  to  look  at  this  in  connection  with  the  linkages 
between  the  markets  and  what  could  happen  if  a  catastrophe  took 
place.  I  don't  have  all  the  answers  there,  and  I  also  believe  that 
until  such  time  as  we  modernize  how  we  regulate  these  instru- 
ments and  we  make  sure  that  these  respective  agencies  regulate 
what  is  functionally  jurisdictional  rather  than  historical,  we  are 
going  to  continue  to  have  these  kind  of  problems.  So  thank  you, 
Mr.  Chairman. 
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Mr.  Johnson.  The  Chair  recognizes  a  new  member  of  the  com- 
mittee, the  gentleman  from  Oklahoma,  Mr.  Lucas. 

Mr.  Lucas.  No,  thank  you,  Mr.  Chairman. 

Mr.  Johnson.  All  right.  Mr.  Pomeroy. 

Mr.  Pomeroy.  Thank  you,  Mr.  Chairman.  I  want  to  commend 
you  for  holding  this  very  important  hearing. 

Mr.  Johnson.  Time  is  up.  Proceed. 

Mr.  Pomeroy.  I  think  that  the  GAO's  track  record  in  analyzing 
financial  services  regulation  is  uneven.  I  think  that  at  times  it  has 
been  prescient  in  its  insight  that  if  only  Congress  had  responded 
we  might  have  averted  some  calamities. 

Other  times,  such  as  regarding  the  industry  that  I  formerly  regu- 
lated— the  insurance  industry — the  work  of  the  GAO  has  resulted 
in  consistently  overblown  conclusions  which  are  embarrassingly 
undersupported  by  the  evidence  and  replete  with  undue  editorial- 
izing. So  it  is  with  some  skepticism  that  I  read  this  document.  I 
approach  it  with  utter  ignorance  of  the  derivatives  industry,  but 
some  experience  in  GAO's  conclusions. 

Let's  talk  about  the  portion  of  the  report  that  deals  with  the  in- 
surance holdings  of  derivatives  and  their  accounting  for  them. 

What  is  the  present  situation,  are  derivative  activities  of  insur- 
ance companies  presently  reflected  on  annual  statements  required 
by  insurance  regulators? 

Mr.  BOTHWELL.  Mr.  Pomeroy,  the  insurance  companies  use  de- 
rivatives in  two  different  ways,  one,  to  hedge  their  risks  in  their 
other  business.  That  type  of  activity  and  derivatives  use  is  in  the 
insurance  company  itself  and  is  reported.  However,  there  are  three 
insurance  companies  that  have  established  affiliates  for  dealing  in 
derivatives  that  are  separate  from  the  insurance  company.  They 
are  affiliates  of  the  holding  company. 

Mr.  Pomeroy.  Would  they  be  subsidiaries?  I  mean,  are  they  the 
sister  corporations  to  the  companies  or  are  they  subsidiaries  of  the 
insurance  companies? 

Mr.  Bothwell.  Two  of  these  insurance  companies  are  stock  in- 
surance companies,  and  the  OTC  affiliates  are  subsidiaries  of  the 
holding  company.  One  of  the  three  is  a  mutual  company  and  the 
OTC  affiliate  is  a  subsidiary  of  the  parent  insurer.  And  so  in  that 
one  case  where  there  is  a  mutual  company,  both  derivatives  for 
hedging  as  well  as  its  dealing  activity  is  going  to  be  reported. 

But  in  the  other  two  cases,  I  think  the  State  insurance  regulators 
have  the  ability  to  obtain  information  just  as  the  SEC  has  the  abil- 
ity to  obtain  information  from  the  broker-dealer — from  the  OTC  af- 
filiate of  the  securities  firm  holding  company,  but  they  lack  the  au- 
thority to  really  go  in  and  do  the  examination  of  those  holding  com- 
p£iny  affiliates  and  to  set  capital  requirements  for  those  affiliates 
of  the  holding  companies. 

Mr.  Pomeroy.  Aiid  the  threat  posed  to  the  solvency  of  the  insur- 
ance company  is  if  the  results  were  so  terrible  that  they  brought 
down  the  holding  company,  the  insurance  company  would  also  be 
affected? 

Mr.  Bothwell.  That  is  a  potential. 

Mr.  Pomeroy.  Now,  that  is  not  different  from  any  number  of  cor- 
porate activities  of  a  large  corporate  structure  that  might  include 
within   its   ownership   an   insurance   company,   correct?   In   other 
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words,  you  could  have  a  corporation,  have  an  oil  company,  an  in- 
surance company 

Mr.  BOTHWELL.  Yes. 

Mr.  POMEROY.  And  the  same  dynamic  would  be  in  place. 

Mr.  BOTHWELL.  Yes,  that  is  what  we  have  seen  with  some  of 
these  health  insurance  companies  around  this  area.  They  have  got- 
ten in  trouble  with  their  affiliates  that  aren't  related  to  insurance. 

Mr.  PoMEROY.  So  you  are  suggesting  that  an  appropriate  regu- 
latory framework  for  insurance  would  require  that,  any  time  there 
is  a  parent  corporate  holding  company  of  an  insurance  subsidiary, 
insurance  regulators  ought  to  do  an  examination  of  each  and  every 
subsidiary  of  that  parent  company? 

Mr.  BOTHWELL.  No,  I  think  that  is  an  undue  extension  of  what 
we  are  saying.  We  are  talking  just  about  the  OTC  affiliates  of  very 
large  size  here,  of  which  there  is  only  three,  to  date.  So  we  can't 
extend  our  recommendations  to  other  types  of  affiliates.  We  have 
no  intention  of  doing  that. 

Mr.  POMEROY.  The  main  concern,  of  course,  would  be  the  use  of 
derivative  instruments  or  derivative  activity  for  purposes  of  inter- 
nal hedging,  which  would  directly  go  to  the  balance  sheet. 

Mr.  BOTHWELL.  Yes,  sir. 

Mr.  PoMEROY.  And  that  is  reflected  presently  in  insurance  regu- 
latory accounting? 

Mr.  BOTHWELL.  Yes,  sir. 

Mr.  POMEROY.  I  noted  with  interest  that  the  GAO  offered,  more 
or  less  as  a  side  comment  in  the  executive  summary,  that  you  be- 
lieve market  value  accounting  is  ultimately  the  best  solution  to  ac- 
counting for  all  financial  instruments,  including  derivatives? 

Mr.  BoTHWELL.  I  would  like  Bob  to  respond  to  that,  please. 

Mr.  Gramling.  We  have  asked  that  the  FASB  in  its  deliberation 
on  this  issue,  and  I  would  add  a  very  complex  controversial  issue, 
not  take  market  value  accounting  off  the  table  at  the  start.  We  do 
think  that  it  has  a  lot  of  advantages  in  terms  of  compared  to  his- 
torical cost-based  accounting. 

It  is  not  without  problems,  but  I  think  that  is  not  unique  in 
terms  of  any  significant  accounting  issue  that  the  FASB  has  to  de- 
cide upon.  It  does  not  answer  all  the  issues  that  FASB  has  to  deal 
with  right  now,  like  anticipatory  transactions,  but  it  would  take  out 
a  big  slice  of  the  problem  that  exists  now  with  determining  wheth- 
er we  are  going  to  allow  deferral  hedge  accounting. 

Mr.  PoMEROY.  The  comment  is,  while  GAO  believes  that  market 
value  accounting  is  ultimately  the  best  solution  to  accounting  for 
all  financial  instruments,  including  derivatives,  the  GAO  also  rec- 
ognizes adoption  of  accounting  models  is  likely  to  take  some  time. 
So  you  are  suggesting  all  financial  instruments,  including  real  es- 
tate mortgages,  would  be  held  at  market  value?  Or  were  you  talk- 
ing specifically  in  the  derivatives  context  there,  although  the  sen- 
tence doesn't  read  like  that? 

Mr.  Gramling.  We  were  referring  to  the  derivatives,  but  I  think 
in  terms  of  financial  instruments,  that  market  value  accounting 
does  have  a  lot  of  advantages  there  also.  And  it  really  reflects  what 
is  happening  in  terms  of  the  management  of  an  entity  and  espe- 
cially in  the  derivatives  area  as  we  commented  earlier.  Manage- 
ment or  the  systems  that  we  have  been  talking  about  here  in  many 
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cases  have  values  on  derivatives  at  the  end  of  the  day,  some  on  a 
hourly  basis.  And  it  seems  to  make  a  lot  of  sense  that  if  that  is 
how  business  is  managing  the  activity,  this  would  be  the  best  type 
of  information  to  provide  on  financial  reports,  both  for  the  regu- 
lators and  for  investors. 

Mr.  POMEROY.  I  can  make  a  very  good  case  on  certain  instru- 
ments that  ought  not  be  carried  that  would  produce  an  artificial 
valuation  of  the  corporation  if  the  market  value  of  its  holdings 
swing  on  a  daily  basis.  And  so  I  am  not  clear  if  you  are  saying  all 
financial  instruments,  period,  or  that  you  are  talking  in  a  deriva- 
tive context  here. 

Mr.  Gramling.  We  are  talking  mainly  in  the  derivatives  context, 
and  we  do  recognize  that  you  may  have  to  have  some  exceptions 
here,  especially  when  you  get  into  some  nonfinancial  instruments. 
What  you  want  to  get  is  the  proper  recognition  of  the  income 
stream  here.  And  when  you  get  into  activities  like  inventories,  et 
cetera,  you  may  need  some  exceptions. 

Mr.  PoMEROY.  Thank  you. 

Ms.  Long  [assuming  chairl.  Mr.  Dooley. 

Mr.  Dooley.  Thank  you.  Just  a  question  on  the  relative  risks. 
There  were  comments  made  that  the  taxpayers  could  be  held  liable 
because  of  the  participation  by  insured  depository  institutions.  In 
your  analysis,  what  percentage  of  the  insured  depository's  portfolio 
is  involved  in  derivatives? 

Mr.  BOTHWELL.  Mr.  Dooley,  in  our  report  we  have  a  chart  show- 
ing the  exposures  from  derivatives  of  the  major  dealers  on  page  54, 
I  believe,  and  in  some  cases  for  some  of  these  banks,  their  deriva- 
tives exposures  are  multiples  of  their  equity  capital,  two,  three,  in 
one  case  probably  even  five  times  the  amount  of  their  equity  cap- 
ital. So  there  is  a  very  significant  exposure  for  insured  banks  that 
are  major  dealers  in  this  area. 

Mr.  Dooley.  In  prior  testimony  by  Comptroller  Ludwig,  I  believe 
he  said,  though,  that  the  exposure  was  less  than  1  percent  of  the 
entire  bank  insurance  fund.  Is  that  correct? 

Mr.  BOTHWELL.  For  the  bank  insurance  fund?  We  didn't  put  it 
in  that  perspective. 

Mr.  DoOLEY.  Well,  we  are  really  looking  at  the  potential  threat 
to  taxpayers.  Shouldn't  the  risk  be  evaluated  in  terms  of  the  expo- 
sure beyond  the  bank  insurance  fund? 

Mr.  Gramling.  It  is  probably  not  the  best  analogy  to  try  to  relate 
the  exposure  directly  to  the  bank  insurance  fund.  You  really  have 
to  look  at  the  exposure  to  the  entity  itself.  And  for  example,  go 
back  to  the  problems  with  S&L's  and  their  involvement  in  real  es- 
tate. Ultimately  what  you  got  in  exposure  is  the  entire  insured  de- 
posits base  which  the  Government  guarantees.  So  that  is  a  very 
large  number.  I  mean,  we  have  insured  deposits  out  there  into  the 
trillions  of  dollars.  It  is  the  effect  that  the  magnitude  of  derivatives 
activities,  just  as  we  have  experienced  in  the  past  in  real  estate, 
that  can  do  harm  to  the  institution  and  ultimately  could  lead  to 
failure  depending  on  the  magnitude  of  it. 

Mr.  Dooley.  My  point  is  that  if  we  are  going  to  make  the  allega- 
tion that  taxpayers  are  significantly  at  risk,  shouldn't  that  risk  be 
a  product  of  the  risk  to  the  bank  insurance  fund.  And  so  that  there 
is  a  direct  relation  between  the  percentage  of  risk  that  derivatives 
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constitute  to  BIF,  before  we  really  have  a  concern  to  taxpayers,  do 
we  not?  Is  that  not  accurate? 

Mr.  BOTHWELL.  I  would  say  even  one  of  these  banks  as  our  chart 
shows,  Bankers  Trust,  has  more  credit  exposure  from  derivatives 
than  it  has  from  its  loans.  It  has  greater  exposure  there  than  even 
its  traditional  loan  portfolio.  So  as  Bob  said,  I  think  you  just  can't 
view  it  in  the  context  of  the  amount  of  money  in  BIF  and  the  over 
$2  trillion  of  insured  deposits,  but  you  should  look  at  it  in  terms 
of  exposures  of  major  institutions.  These  are  major  banks. 

Mr.  DOOLEY.  In  terms  of  a  comment  about  the  potential  risk  to 
the  financial  markets  with  the  withdrawal  of  a  large  player  within 
the  derivatives,  what  control  would  you  envision  putting  in  place 
that  would  preclude  an  entity  from  making  a  financial  decision  to 
withdraw  for  whatever  reasons?  Maybe  it  is  affiliate  interests  that 
might  have  come  upon  hard  times  or  other  reasons.  Are  you  pro- 
posing that  you  would  put  in  place  a  mechanism  to  preclude  that? 

Mr.  BOTHWELL.  Well,  the  primary  mechanism  is  the  firm's  own 
risk-management  controls,  that  they  have  a  system  in  place  where 
they  know  what  risks  they  are  undertaking,  what  positions  limits 
they  have,  and  that  they  are  being  followed  by  their  traders.  I 
mean,  it  is  the  primary  responsibility  of  the  firm. 

And  another  way  to  control  it  is  by  proper  disclosure  to  share- 
holders and  investors  in  those  firms  about  how  they  are  using  de- 
rivatives, the  amount  that  they  are  using  them  to  speculate,  how 
much  of  the  earnings  is  at  risk  in  their  derivatives  activities.  We 
are  only  asking  the  Government  to  come  in  and  check  their  risk- 
management  systems  and  to  set  some  basic  capital  standards.  We 
are  not  saying  that  the  current  dealers  are  undercapitalized.  That 
is  one  of  the  mischaracterizations,  I  think,  that  is  going  on. 

But  what  we  are  saying  is  that  the  Government  has  responsibil- 
ity, we  think,  to  set  capital  standards  for  these  dealers  where  they 
presently  don't  exist.  For  most  of  the  dealers,  the  banks,  they  do 
exist;  for  others  they  don't.  We  are  not  saying  they  are  necessarily 
undercapitalized  today,  but  you  need  capital  standards  that  reflect 
all  the  risks  in  the  derivatives  business  that  they  have. 

Mr.  DoOLEY.  And  you  would  propose  those  capital  standards 
would  go  beyond  just  any  insured  depositories,  to  cover  any  institu- 
tion that  is  participating  in  derivatives? 

Mr.  BOTHWELL.  Yes,  there  are  capital  standards  today  for  broker- 
dealers,  as  well  as  for  futures  firms.  We  are  just  proposing  that 
they  be  extended  to  the  affiliates,  the  over-the-counter  affiliates  of 
those  firms. 

Mr.  DoOLEY.  Thank  you. 

Mr.  Johnson  [resuming  chair].  Mr.  Barlow. 

Mr.  Barlow.  Thank  you,  Mr.  Chairman.  And  thank  you  for  these 
hearings  and  the  thoroughness  with  which  they  are  briefed.  I 
thank  the  staff,  too. 

I  am  concerned  about,  coming  from  an  agricultural  region. 
Central  United  States,  western  Kentucky,  agriculture  is  our  big- 
gest productive  effort  out  in  western  Kentucky — grains,  wheat, 
corn,  and  soybeans. 

Can  you  give  for  the  record  just  a  brief  description  on  how  ele- 
vators are  going  to  be  protected  in  their  hedging  operations,  in 
their  futures  operations?  Occasionally  some  of  them  don't  hedge 
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fully  even  though  perhaps  they  should.  If  we  get  meltdowns  in 
these  derivatives  markets,  if  we  get  scares  such  as  we  have  had, 
because  as  I  understand  it,  and  correct  me  if  I  am  wrong,  steer  me 
properly,  please,  I  am  looking  to  be  educated,  some  of  the  futures 
investors  that  might  buy  U.S.  treasuries  under  a  futures  invest- 
ment, using  that  word  advisedly,  might  also  be  balancing  it  out 
with  a  crop,  say,  wheat  or  corn  or  whatever,  or  a  mixture,  a  basket 
of  these  futures  having  maybe  three  or  four  commodities  in  there. 

How  can  we  protect  our  elevators?  Because  our  elevators,  our 
farmers,  are  putting  their  grain  in  there  in  storage  and  some  of 
them  are  sitting  there  with  notes.  How  can  we  protect  our  farmers? 

Mr.  BOTHWELL.  Mr.  Barlow,  to  the  extent  that  the  elevator  oper- 
ators are  trying  to  hedge  their  risk  of  commodity  price  increases 
that  affect  their  inventories,  they  would  probably  be  using  the  fu- 
ture exchanges,  the  commodity  futures,  which  are  regulated.  And 
this  is  the  part  of  the  derivatives  market  that  is  regulated,  so  there 
are  protections  on  those  exchange-traded  contracts.  They  have 
clearinghouses  so  the  credit  risk  of  default  on  your  counter  party 
is  much  less. 

They  also  have  margin  requirements,  position  limits,  and  regu- 
latory oversight  by  the  CFTC.  So  there  are  already  regulatory  pro- 
tections and  safeguards  for  the  exchange-traded  futures,  of  which 
we  have  the  traditional  commodities  futures  to  hedge  commodity 
price  risk  as  well  as  some  of  the  biggest  growth  in  those  markets 
has  been  the  financial  futures,  futures  on  Treasury  rates  and  inter- 
est rates,  as  you  mentioned. 

But  what  we  are  talking  about  is  primarily  the  over-the-counter 
markets  where  these  types  of  protections  in  some  cases  don't  exist. 

If  you  want,  Cecile  can  give  you  an  example  of  a  pretty  complex 
over-the-counter  type  of  contract  an  elevator  operator  may  enter 
into,  to  protect  against  not  only  commodity  price  risk,  but,  as  well 
as,  interest  rate  risk  or  some  other  type  of  risks.  Some  of  these 
types  of  products  get  very  complex.  Those  have  been  some  of  the 
kinds  that  have  caused  some  of  the  problems  lately. 

Mr.  Barlow.  Please  do. 

Ms.  Trop.  ok.  We  could  take  a  company  that  needs  to  manage 
its  market  risk,  which  is  the  kind  of  company  that  you  are  talking 
about,  the  farmer. 

Mr.  Barlow.  An  elevator,  for  example. 

Ms.  Trop.  Let's  say  an  elevator  operator  might  borrow  at  floating 
rate  to  meet  its  working  capital  needs,  and  they  might  want  to 
hedge  against  the  possibility  that  interest  rates  will  fall  or  rise  or 
that  commodity  prices  will  fall.  So  what  they  could  do  is  purchase 
a  rainbow  option,  whose  payments  to  the  elevator  operator  upon 
exercise  are  equal  to  the  adverse  net  cash  flows  that  the  company 
would  experience  due  to  changes  in  the  interest  rates  or  the  com- 
modity prices. 

So  from  the  company's  or  the  elevator's  viewpoint,  they  would 
have  several  complexities  in  the  over-the-counter  market  that  they 
would  want  to  deal  with,  and  one  is  that  they  picked  a  product  that 
actually  reduces  their  risk  or  they  inadvertently  increased  it;  sec- 
ond, is  the  elevator  paying  too  much  for  the  protection  that  it  is 
receiving;  and,  third,  is  the  person  or  the  firm  that  is  selling  them 
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the  option  going  to  be  able  to  deliver  at  the  time  of  exercise  of  the 
option. 

Usually  you  deal  with  the  latter  just  by  dealing  with  a  high  qual- 
ity counter  party.  So  the  extent  that  the  elevator  company  success- 
fully hedges  market  risk  with  a  rainbow  option  is  transferred  into 
the  dealer  that  sold  the  option,  and  then  the  dealer  has  to  accu- 
rately price  the  product  so  that  its  risk  is  covered.  So  they  have  to 
use  a  multifactor  pricing  model  that  includes  an  estimate  of  four 
factors:  The  volatility  of  the  commodity  prices;  the  volatility  of  in- 
terest rates;  the  degree  of  correlation  between  the  commodity  price 
and  the  interest  rates;  and  the  volatility  of  the  correlation  between 
the  prices  and  the  interest  rates.  So  to  do  these  kinds  of  calcula- 
tions, you  do  need  some  pretty  sophisticated  tools;  for  example,  tri- 
nomial, quadrinomial  trees,  or  Monte  Carlo  simulations.  And  then 
what  you  would  see  is  the  dealer  in  this  case  going  into  the  market 
itself  to  dynamically  hedge  its  position.  So  it  can  be  a  complex  risk- 
management  activity  on  both  sides. 

Mr.  Barlow.  Math  wasn't  my  strong  suit,  by  any  means.  If  I 
may  just  ask  a  follow-up.  What  are  the  possibilities  that  you  get 
some  of  these  big  traders  such  as  we  have  seen  in  the  newspaper 
in  the  last  few  months  that  have  been  caught  in  exposures  and  had 
to  unload  billions  of  dollars'  worth  of  futures  to  get  clear  of  the 
market  fast  because  it  was  turning  against  them?  What  is  the  pos- 
sibility of  them  also  holding  in  their  basket  of  futures  and  deriva- 
tives, and  so  forth,  a  massive  contract  exposure  in  grains,  for  exam- 
ple, and  having  to  unload  them  and  putting  a  tremendous  pressure 
on  grain  markets  and  working  right  down  to  local  silos  and  hurting 
the  farmers  right  in  the  heartland  of  America? 

Mr.  BOTHWELL.  I  think  that  is  a  very  excellent  point.  If  someone 
gets  in  trouble  with  their  derivatives  contracts,  in  order  to  get  out 
of  it  they  may  have  to  unload  in  the  cash  markets.  Not  only  for 
commodities,  but  also  in  the  financial  markets. 

I  think  lately  there  has  been  a  lot  of  discussion  and  analysis  of 
how  the  relationships  between  even  the  interest  rates  aren't  as 
they  used  to  be,  as  people  expect  them  to  be.  A  lot  of  fingers  are 
being  pointed  toward  derivatives.  When  the  Fed  was  trying  to  raise 
short-term  rates  recently,  they  expected  long-term  rates  to  fall,  be- 
cause they  thought  that  inflationary  expectations  would  be  dimin- 
ished. However,  they  got  almost  a  perverse  response  in  the  money 
markets,  so  that  long-term  rates  actually  went  up.  And  one  of  the 
explanations  has  been  the  fact  of  these  interest  rate  derivatives 
types  of  products  had  this  perverse  type  of  action  here  on  the  long 
bond  market. 

So  there  is  a  lot  going  on  here  in  terms  of  relationships  between 
derivatives  and  the  cash  markets  and  what  you  point  out  could  ac- 
tually be  a  very  important  factor,  that  you  do  have  these  relation- 
ships between  the  derivatives  markets  and  the  underlying  cash 
markets  and  they  have  linkages  there,  so  problems  could  be  trans- 
mitted from  one  to  the  other. 

Ms.  Trop.  Something  that  would  give  you  some  assurance, 
though,  is  that  for  the  commodities  market,  the  agricultural  mar- 
ket, CFTC  does  have  speculative  position  limits,  and  it  monitors 
those  for  the  large  traders.  So  to  a  large  extent  they  are  aware  of 
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potential  problems  in  the  market  and  could  monitor  those  and  help 
mitigate  any  negative  effects,  which  they  have  done  in  the  past. 

Mr.  Barlow.  Are  any 

Mr.  Johnson.  The  Chair  advises  the  gentlemen  that  his  time  is 
expired,  and  if  you  could  come  around  to  the  second  round. 

Mr.  Barlow.  I  will  do  that.  Thank  you. 

Mr.  Johnson.  Thank  you.  Mr.  Stenholm. 

Mr.  Stehnolm.  No,  thank  you. 

Mr.  Johnson.  Mr.  Allard. 

Mr.  Allard.  No,  thank  you. 

Mr.  Johnson.  Just  briefly,  you  mentioned  that  notional  value  is 
not  an  appropriate  measure  of  risk  in  the  derivatives  market. 
Would  you  elaborate  on  that  a  bit  more,  on  notional  value  and  risk 
management. 

Mr.  Bothwell.  Yes,  sir.  There  are  several  basic  types  of  risks 
here.  One  is  credit  risk.  That  is  the  risk  that  your  counter  party 
will  default  on  your  contract,  and  not  pay  you  what  he  or  she  owes 
you. 

Basically,  from  our  survey  of  the  14  U.S.  dealers,  the  credit  risks 
that  they  have  from  the  derivatives  activities  is  only  1.8  percent  of 
the  notional  amount.  So  the  credit  risk,  I  think  the  total  was  some- 
thing like  $111  billion  from  their  notional  exposure. 

Another  important  type  of  risk  is  market  risk,  and  that  is  if  you 
are  holding  a  large  position  based  on  the  derivatives  activities  and 
the  market  turns  against  you,  how  much  do  you  stand  to  lose  just 
from  market  developments  and  movements? 

There  is  no  simple  number  where  you  can  quantify  that.  That 
will  vary  over  time  and  all  depends  on  what  your  market  positions 
are,  how  much  you  are  exposed  to  foreign  currencies  or  different 
types  of  interest  rates  of  different  durations,  as  well  as  what  the 
particular  types  of  contracts  you  have.  So  there  is  no  way  to  really 
measure  market  risk  here.  That  could  be  very  substantial  and  ac- 
tually exceed  credit  risks. 

Some  of  these  losses  that  have  been  recently  reported  by  end- 
users  of  derivatives  totaling  in  the  hundreds  of  billions  of  dollars, 
that  is  the  result  of  market  risk.  They  got  on  the  wrong  side  of  the 
contracts,  interest  rates  moved  in  a  way  they  weren't  anticipating 
in  most  of  these  cases,  and  they  suffered  substantial  losses. 

There  is  also  legal  risk  which  is  the  risk  that  the  contracts  they 
have  entered  into  will  not  be  legally  enforceable  in  courts  of  law. 
Or  there  is  also  sovereign  risk  here,  that  the  governments,  if  you 
enter  in  a  contract  with  a  foreign  counter  party,  that  the  sovereign 
foreign  government  may  actually  change  the  whole  legal  system  on 
you  and  therefore  you  won't  be  able  to  collect  on  amounts  due  you. 

Another  significant  type  of  risk  is  operational  risk.  That  is  the 
risk  of  loss  because  of  operational  problems  in  your  systems  or 
fraud  or  abusive  types  of  activities  from  your  traders,  as  has  been 
recently  experienced  by  Kidder.  So  that  could  be  exposure  to  sub- 
stantial amounts  of  loss  as  well.  And,  again,  there  is  no  good  single 
measure  of  that  amount  of  risk  exposure. 

Mr.  Johnson.  Thank  you,  Mr.  Bothwell. 

Are  there  any  other  members  of  the  subcommittee  who  have  ad- 
ditional inquiries  to  make?  Mr.  Gunderson. 
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Mr.  GUNDERSON.  I  apologize  for  coming  in  late.  Unfortunately, 
over  in  Education  and  Labor  we  are  marking  up  a  noncontroversial 
issue  called  health  care.  I  have  been  a  little  bit  consumed.  But  one 
of  the  issues  I  would  like  to  get  your  opinion  on  is  this  issue  of  the 
regulation  of  derivatives  from  an  international  competitive  perspec- 
tive. 

One  of  the  things  I  have  been  struck  by  as  we  deal  with  this 
whole  issue  of  futures  regulation  directly  or  indirectly  and  all  of 
the  incendiary  elements  that  come  forth  is:  How  do  we  do  this  do- 
mestically in  a  way  that  doesn't  drive  the  trading  offshore?  And  I 
am  struck  as  I  read  and  educate  myself  about  the  derivatives  issue 
how  international  it  apparently  is. 

What  comments,  suggestions,  advice  do  you  have  for  us  in  deal- 
ing with  this  in  a  way  that  doesn't  literally  drive  these  transactions 
offshore  where  we  would  lose  any  ability  to  regulate  them?  What 
should  we  or  should  we  not  be  doing? 

Mr.  BOTHWELL.  Mr.  Gunderson,  I  don't  believe  that  what  we  are 
recommending  would  have  that  effect,  of  driving  anything  offshore. 
The  basic  framework  we  are  recommending  already  exists  for  the 
banks  that  are  major  players  in  this  market.  We  would  like  the 
framework  extended  to  the  securities  company  affiliates.  We  don't 
think  there  is  any  significant  risk  of  driving  that  activity  offshore. 

I  think  you  have  a  very  good  point,  though,  that  you  need  to  keep 
in  mind  that  this  is  an  international  business  and  most  of  these 
major  dealers  do  have  foreign  branchs  or  offices  that  they  could 
book  this  business  there. 

And  so  what  we  are  recommending  is  that  the  regulators  work 
together  with  the  industry  participants  to  ensure  that  you  don't 
have  any  kind  of  onerous  or  overly  burdensome-type  of  regulations 
coming  forth  here.  And  that  once  you  have  your  own  good  set  of 
regulations  in  order,  then  you  could  go  to  the  international  fora 
that  exists  and  work  with  the  international  regulators  to  reach 
agreement  about  how  to  harmonize  our  system  with  their  systems. 

And  I  point  out  that  ours  is  the  only  system — we  looked  at  seven 
major  countries.  All  these  other  countries  regulate  all  their  deriva- 
tives dealers.  We  are  the  only  major  country  that  didn't  regulate 
some  of  the  major  dealers.  And  they  are  concerned  about  that. 

Mr.  Gunderson.  Is  there  a  consistency  in  the  seven  countries  in 
their  regulation  of  derivatives? 

Mr.  BOTHWELL.  No,  they  vary  according  to  what  types  of  regula- 
tions they  have  over  capital,  reporting  requirements  and  examina- 
tions, but  they  all  have  some  regulatory  authority  over  the  busi- 
ness somewhere  in  the  regulatory  structure,  to  address  these 
things. 

So  the  second  part  is  once  we  get  our  own  system  consistent  and 
effective  regulation  and  disclosure,  then  we  can  go  to  the  forums 
that  exist  and  talk  with  international  regulators  and  try  and  har- 
monize our  system  to  see  that  we  are  all  in  sync  here.  I  think  that 
is  the  way  it  needs  to  be  approached. 

Mr.  Gunderson.  I  have  to  ask  the  question.  Why  don't  we  try 
to  get  some  harmonization  and  synchronization  first,  before  we 
pass  regulations?  If  there  are  seven  countries  doing  it  today,  why 
wouldn't  we  try  to  figure  out  how  we  initiate  regulations  in  a  way 
that  is  consistent  with  most  other  nations  rather  than  developing 
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our  own  and  then  trying  to  convince  them  to  follow  big  brother, 
Uncle  Sam? 

Mr.  BOTHWELL.  Sure,  well,  essentially  it  is  much  more  difficult 
for  the  United  States  to  speak  with  a  single  voice  in  this  arena  be- 
cause of  the  different  regulatory  agencies  that  are  involved. 

I  was  talking  with  some  foreign  government  officials  of  the  Bank 
of  England  and  also  at  Germany's  Central  Bank  and  they  go  to 
these  international  forums  and  they  have  made  progress  in  setting 
international  capital  standards  for  banks,  but  they  say  that  when 
foreign  countries  show  up,  they  show  up  with  their  central  banker, 
and  that  is  usually  it.  The  central  banker  talks  for  that  country. 

The  United  States  shows  up  with  four  or  five  different  regu- 
lators, none  of  whom  has  the  authority  to  speak  with  a  single  voice 
for  the  United  States.  So  that,  I  think,  is  a  pretty  major  problem 
that  this  country  has,  because  we  are  talking  about  regulations 
that  will  affect  not  only  banking  but  securities  and  futures  firms 
and  insurance  companies.  And  there  is  no  single  regulator  to 
speak.  And  so  the  U.S.  delegation  is  much  larger  and  much  more 
divided  than  the  foreign  delegations. 

Mr.  GUNDERSON.  Sounds  to  me,  in  the  last  CFTC  reauthoriza- 
tion, we  directed  the  CFTC  to  literally  do  a  study  about  regulations 
and  international  competitiveness.  Listening  to  you,  I  think  we 
may  be — maybe  we  should  be  asking  you  people  to  do  a  parallel 
analysis  for  us  that  we  could  use  as  a  guideline  and  comparison 
when  we  do  receive  their  recommendations. 

Mr.  BOTHWELL.  We  would  be  happy  to  talk  with  you  and  your 
staff  about  that. 

Mr.  GuNDERSON.  Thank  you.  Thank  you,  Mr.  Chairman. 

Mr.  Johnson.  Other  members  of  the  subcommittee? 

If  not,  thank  you,  Mr.  Bothwell,  and  all  the  members  of  this 
panel,  for  joining  us  this  morning.  I  think  your  insight  is  very  help- 
ful. 

Mr.  BOTHWELL.  Thank  you  very  much,  Mr.  Chairman. 

Mr.  Johnson.  We  will  call  now  the  second  panel,  which  consists 
of  Ms.  Andrea  Corcoran,  director  of  trading  and  markets,  the  Com- 
modity Futures  Trading  Commission;  Ms.  Darcy  Bradbury,  Deputy 
Assistant  Secretary  for  Federal  Finance,  U.S.  Department  of  Treas- 
ury, on  behalf  of  the  President's  Working  Group  on  Financial  Mar- 
kets; and  Mr.  Brandon  Becker,  director,  division  of  market  regula- 
tion of  the  SEC. 

Welcome.  Again,  the  committee  welcomes  you  to  our  subcommit- 
tee hearing  this  morning.  We  are  very  appreciative  of  your  willing- 
ness to  join  us.  Your  full  statements  are  received  for  the  record. 
You  may  choose  to  summarize  or  however  you  care  to  proceed.  But 
we  will  go  through  the  entire  panel  before  subcommittee  questions 
or  comments. 

Why  don't  we  begin,  then,  with  Ms.  Corcoran.  You  may  proceed. 

STATEMENT  OF  ANDREA  M.  CORCORAN,  DIRECTOR,  DIVISION 
OF  TRADING  AND  MARKETS,  COMMODITY  FUTURES  TRAD- 
ING COMMISSION 

Ms.  Corcoran.  Thank  you,  Mr.  Chairman. 

Chairman  Johnson  and  members  of  the  subcommittee,  the  CFTC 
welcomes   this   opportunity   to   discuss   the    issues    raised    in    the 
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CFTC's  report  on  "OTC  Derivative  Markets  and  Their  Regulation," 
and  the  General  Accounting  Office's  report  on  "Financial  Deriva- 
tives: Actions  Needed  to  Protect  the  Financial  System." 

The  CFTC  is  sensitive  to  the  level  of  congressional  concern  about 
issues  relating  to  the  regulation  of  OTC  derivatives.  In  this  regard, 
I  would  note  that  this  committee  took  a  lead  role  in  raising  these 
issues,  beginning  during  the  CFTC's  1992  reauthorization. 

The  1992  legislation  reauthorizing  the  Commission  required  it  to 
study  the  OTC  derivative  markets  and  to  address  perceived  uncer- 
tainty as  to  the  legality  of  certain  off-exchange  transactions.  As  you 
know,  the  CFTC  fulfilled  these  mandates  and  was  the  first  U.S. 
independent  Government  agency  to  report  comprehensively  on 
these  issues. 

This  hearing  and  the  current  debate  among  regulators  and  legis- 
lators on  whether  derivative  risks  are  being  properly  evaluated, 
priced,  managed,  and  regulated  is  particularly  timely,  especially  in 
light  of  the  recent  press  accounts  of  trading  losses  in  these  instru- 
ments. However,  we  must  remember  two  crucial  things.  Properly 
used  by  knowledgeable  end-users,  derivative  products  can  be  a  val- 
uable and  legitimate  tool  for  reducing  financial  risks.  On  the  other 
hand,  like  any  financial  activities,  derivatives  cannot  be  made  risk- 
less.  We  must  be  careful  not  to  give  anyone  the  mistaken  impres- 
sion that  Federal  regulators  can  protect  companies  from  invest- 
ment excesses  or  bad  judgment. 

As  you  know,  the  CFTC  regulates  the  world's  largest  organized 
derivative  markets.  Despite  the  current  attention  being  focused  on 
OTC  derivatives  markets,  the  Commission  wishes  to  remind  the 
committee  of  its  continuing  vigilance  in  the  oversight  of  exchange- 
traded  futures  markets  and  in  its  administration  of  the  Commodity 
Exchange  Act. 

Further,  the  Commission  has  implemented  many  of  the  improve- 
ments in  the  regulation  of  these  markets  called  for  during  the 
Commission's  last  reauthorization.  Moreover,  the  Commission  is 
aware  that  the  increasing  globalization  of  these  markets  and  the 
growth  of  OTC  business  require  that  it  continuously  review  its 
rules  to  be  sure  that  U.S.  exchanges  remain  competitive. 

We  have  just  undertaken  such  a  review  in  connection  with  our 
consideration  of  the  Chicago  Board  of  Trade  and  Chicago  Mer- 
cantile Exchange  petitions  for  exemptions  for  professional  futures 
markets,  and  in  our  recent  competitiveness  study. 

In  addition  to  the  need  to  keep  pace  with  changes  in  the  ex- 
change-traded markets,  it  is  also  important  that  we  have  the  re- 
sources to  keep  abreast  of  developments  in  the  OTC  markets,  to 
address  problems  in  those  markets  and  their  impact  on  the  futures 
markets,  and  to  provide  expertise  and  assistance  to  other  regu- 
lators who  may  also  be  addressing  similar  issues  relating  to  these 
markets. 

The  CFTC's  primary  regulatory  concerns  concerning  exchange- 
traded  derivatives  and  those  in  connection  with  OTC  derivative 
markets  are  similar.  These  are:  Protecting  the  financial  system 
from  disruption  and  economic  displacement;  and  protecting  cus- 
tomers from  inappropriate  marketing  and  fraud. 

Although  in  any  deliberations  concerning  derivatives,  we  must  be 
careful  to  distinguish  between  exchange-traded  products  and  OTC 


35 

products,  nevertheless,  the  risk-management  techniques  currently 
used  to  handle  market  risk  and  prevent  systemic  effects  in  the  ex- 
change-traded environment  may  also  be  instructive  for  OTC  dealer 
markets.  These  techniques,  including  obtaining  information  on  ex- 
posures, marking  positions  to  market,  and  performing  stress  sim- 
ulations to  assess  the  consequences  of  potential  large  market 
moves. 

The  Commission  has  offered  its  expertise  in  this  area  to  the  on- 
going discussions  among  various  domestic  and  international  regu- 
lators. The  CFTC's  own  report,  issued  in  October  1993,  in  response 
to  concerns  of  this  oversight  committee,  and  that  of  the  Senate,  em- 
phasized the  following  areas  for  review:  Data  or  information  access; 
adequacy  of  disclosure;  adequacy  of  internal  and  management  con- 
trols; what  are  the  mechanisms  for  effective  OTC  clearing  facilities; 
and  what  is  the  scope  of  regulatory  oversight — as  well  as  rec- 
ommending further  coordination. 

The  CFTC  report  supported  the  concept  of  functional  regulation, 
tailored  to  specific  markets  and  participants.  We  also  took  the  view 
that  structural  changes  affecting  the  markets  must  be  carefully 
conceived  to  assure  that  they  improve  existing  protections  without 
unnecessarily  hampering  innovation  or  the  prudent  uses  of  risk 
shifting  instruments. 

The  CFTC  went  beyond  simply  noting  that  further  harmoni- 
zation and  coordination  are  desirable.  In  its  report,  the  CFTC 
called  for  an  interagency  council,  and  the  CFTC  recommendations 
led  to  reinvigoration  of  the  President's  Working  Group  on  Financial 
Markets  as  a  mechanism  to  coordinate  Federal  regulatory  efforts  in 
this  area.  In  this  regard,  the  President's  Working  Group  on  Finan- 
cial Markets  has  made  progress  in  achieving  these  results  and  rep- 
resentatives of  the  Treasury  Department  will  comment  on  that 
today. 

As  you  know,  the  GAO  report  findings  in  many  ways  parallel 
some  of  those  of  the  Commission.  There  are  many  areas  where  the 
spirit  of  the  two  reports  are  in  substantial  agreement.  These  in- 
clude the  call  for  improved  accounting  disclosures  by  end-users, 
dealers,  and  by  the  call  for  additional  information. 

In  addition,  the  CFTC  and  GAO  reports  also  agree  that  effective 
internal  and  management  controls  are  integral  to  appropriate  risk 
management  and  proper  supervision  of  activities  involving  OTC  de- 
rivatives as  they  are  for  any  financial  product.  In  this  regard,  the 
CFTC  construes  its  own  financial  and  supervision  standards  as  re- 
quiring regulated  firms  to  maintain  internal  controls  meeting  cer- 
tain performance  standards. 

Indeed,  the  Commission  has  brought  a  number  of  enforcement 
cases  in  the  exchange-traded  futures  area,  charging  failure  to  re- 
port material  inadequacies  in  internal  controls,  including  cases 
against  exchanges  and  public  accounting  firms. 

In  addition,  the  GAO  report  and  the  CFTC  report  agree  that 
international  coordination  and  domestic  coordination  is  essential. 
In  this  regard,  the  CFTC  has  joined  the  U.K.  Securities  and  Invest- 
ment Board  and  the  SEC  in  issuing  a  joint  statement  v/hich  sup- 
ports seven  core  areas  of  action  and  seven  core  internal  controls  as 
best  practice  for  further  attention  by  self-regulatory  organizations 
jr C  practitioners. 
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The  CFTC  is  also  participating  in  a  project  of  the  International 
Organization  of  Securities  Commissions  addressing  some  of  these 
issues.  The  CFTC  report  assigns  a  high  priority  to  establishing  an 
interagency  inventory  of  data  that  is  available  at  each  of  the  regu- 
lators on  OTC  transactions.  The  GAO  similarly  supports  the  con- 
cept of  reporting  essential  transactional  and  exposure  data  on  such 
transactions  to  a  central  data  base  to  be  shared  by  financial  regu- 
lators. 

The  Commission  already  receives  electronically,  day-to-day  posi- 
tion information  on  large  traders  in  the  markets  it  regulates  as 
well  as  information  relating  to  daily  settlements  across  markets. 
This  information  can  be,  as  you  know,  and  has  been  shared  with 
other  financial  regulators,  especially  in  times  of  market  stress. 

The  Commission  has  also,  like  the  SEC,  proposed  rules  requiring 
registrants  to  provide  information  on  the  activities  of  affiliates  that 
pose  material  risks  to  the  regulated  entity. 

Despite  these  significant  areas  of  agreement  between  the  CFTC 
and  GAO  reports,  at  this  time  the  CFTC  cannot  support  the  conclu- 
sion that  there  are  significant  regulatory  gaps  that  can  only  be  ad- 
dressed through  new  legislation.  We  believe  before  seeking  broader 
legislative  mandates,  each  of  the  other  regulators  should  also  care- 
fully analyze  the  scope  of  its  existing  authorities  to  assure  that 
they  are  employed  to  the  fullest  extent  in  attempting  to  achieve  the 
needed  protections. 

To  this  end,  the  CFTC  has  said  that  it  is  prepared,  in  consulta- 
tion with  other  regulators,  to  draw  on  its  existing  authorities  to  ad- 
dress any  perceived  regulatory  gaps.  Existing  law  gives  the  CFTC 
significant  authority  which  could  be  explored  toward  this  end.  Spe- 
cifically, the  CFTC  could  modify  the  participant,  design  or  other 
criteria  of  its  current  exemptions  for  OTC  products  to  address  par- 
ticular regulatory  problems  which  have  developed,  or  which  may 
develop,  in  the  OTC  markets. 

In  sum,  the  Commission  believes  that  it  is  uniquely  well-posi- 
tioned to  contribute  its  authority  to  achieve  comprehensive  over- 
sight of  the  OTC  derivatives  markets.  However,  we  believe  before 
seeking  broader  legislative  mandates  the  regulatory  authorities 
should  further  explore  what  can  be  done  under  existing  law. 

Data  being  developed  from  the  market  suggest  that  the  manner 
in  which  OTC  derivatives  dealers  operate  may  require  a  differen- 
tiated regulatory  approach,  drawing  on  various  elements  of  existing 
different  regulatory  structures.  The  President's  Working  Group  on 
Financial  Markets  is  exploring  this  aspect  of  OTC  regulation. 

The  CFTC  asks  that  this  short  statement  and  also  that  its  long 
statement  be  included  in  the  record.  The  long  statement  includes 
a  much  more  detailed  description  of  the  issues. 

Thank  you. 

Mr.  Johnson.  Thank  you,  Ms.  Corcoran. 

[The  prepared  statement  of  Ms.  Corcoran  appears  at  the  conclu- 
sion of  the  hearing.] 

Mr.  Johnson.  Next,  Ms.  Bradbury. 
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STATEMENT  OF  DARCY  BRADBURY,  DEPUTY  ASSISTANT  SEC- 
RETARY, FEDERAL  FINANCE,  U.S.  DEPARTMENT  OF  THE 
TREASURY,  ON  BEHALF  OF  THE  PRESIDENT'S  WORKING 
GROUP  ON  FINANCIAL  MARKETS 

Ms.  Bradbury.  Mr.  Chairman  and  members  of  the  subcommit- 
tee, I  appreciate  this  opportunity  to  discuss  some  of  the  issues 
raised  by  the  reports  on  derivatives  markets  prepared  by  the  Com- 
modity Futures  Trading  Commission  and  the  U.S.  General  Ac- 
counting Office. 

Your  letter  of  invitation  requested  that  Treasury  represent  the 
views  of  the  Working  Group  on  Financial  Markets.  I  would  like  to 
state  at  the  outset  that  while  the  Secretary  of  the  Treasury  is  the 
chair  of  the  Working  Group  on  Financial  Markets,  it  would  not  be 
appropriate  for  Treasury  to  represent  the  views  of  the  other  inde- 
pendent agencies  that  participate  in  that  working  group.  However, 
I  will  be  able  to  discuss  some  of  the  activities  and  discussions  of 
the  working  group  with  respect  to  derivatives.  I  am  the  senior  offi- 
cial representing  Treasury  in  the  staff  activities  that  support  the 
principals'  meetings. 

Before  I  discuss  the  CFTC's  very  useful  report  on  OTC  deriva- 
tives markets  and  their  regulation  of  them,  I  want  to  comment  on 
matters  concerning  the  CFTC  itself. 

As  this  subcommittee  is  well  aware,  the  legislative  process  that 
culminated  in  the  Futures  Trading  Practices  Act  of  1992,  which  re- 
authorized the  CFTC,  was  long  and  arduous.  One,  though  far  from 
the  only,  much-debated  issue  was  the  OTC  derivatives  market.  The 
participants  in  this  fast-growing  market  were  anxious  to  remove 
the  legal  uncertainty  concerning  OTC  derivatives  contracts  raised 
by  the  Commodity  Exchange  Act.  Representatives  of  the  futures  in- 
dustry were  confused  about  competition  in  the  risk-transference 
business  from  less  regulated  competitors. 

One  of  the  landmark  provisions  of  the  Futures  Trading  Practices 
Act  was  the  exemptive  authority  in  title  V  which  enables  the  CFTC 
to  remove  the  legal  uncertainty  concerning  many  OTC  derivatives 
transactions  due  to  the  possible  applicability  of  the  exchange  trad- 
ing requirement  of  the  CEA  to  these  contracts.  The  CFTC's  prompt 
use  of  its  new  exemptive  authority  was  a  positive  and  helpful  step. 

The  Congress,  in  reauthorizing  the  CFTC,  decided  to  renew  the 
agency's  authorization  for  a  period  of  only  2  years.  Given  the  short 
period  that  has  elapsed  since  passage  of  the  act,  the  Treasury  De- 
partment supports  the  simple  reauthorization  bill  for  a  period  of  5 
years  which  has  been  introduced  by  Chairman  de  la  Garza  with 
Chairman  Johnson,  Mr.  Roberts,  and  Mr.  Combest.  We  believe  the 
important  policy  discussions  can  and  should  be  severed  from  dis- 
cussion of  the  CFTC's  authorization. 

Also,  the  Treasury  believes  that  it  is  premature  to  consider  any 
other  major  changes  to  the  CEA  concerning  OTC  derivatives  or  any 
other  subject  since  major  changes  to  the  CEA  were  enacted  re- 
cently after  a  deliberative  legislative  process  that  lasted  3  years. 
The  Treasury  has  not  concluded  that  other  legislation  concerning 
OTC  derivatives  is  necessary  or  appropriate  at  this  time. 

Each  of  the  Federal  financial  regulatory  agencies  we  have  spoken 
with  is  reviewing  their  regulatory  approaches  and  amending  and 
updating  their  regulations  and  guidance.  These  agencies  have  not 
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exhausted  their  existing  regulatory  authority  in  responding  to  the 
new  policy  challenges  the  OTC  derivatives  markets  pose. 

This  does  not  mean  we  may  not  see  a  need  for  the  CEA  to  be 
amended  before  5  years.  For  example,  the  Treasury  has  had  a  con- 
tinuing interest  in  a  provision  of  the  CEA  known  as  the  Treasury 
Amendment,  a  provision  that  was  put  into  the  CEA,  on  the  rec- 
ommendation of  the  Treasury  in  1974,  at  the  time  of  the  creation 
of  the  CFTC  as  an  agency  separate  from  the  Agriculture  Depart- 
ment. 

Consequently,  we  were  pleased  with  the  Fourth  Circuit  decision 
in  the  Tauber  case  this  fall.  We  are  sympathetic  to  the  law  enforce- 
ment concerns  of  the  CFTC  in  connection  with  foreign  exchange  fu- 
tures contracts  marketed  to  the  general  public,  and  we  are  pre- 
pared to  work  with  the  CFTC  on  this  issue. 

The  CFTC's  October  1993,  report  on  the  OTC,  "Derivative  Mar- 
ket and  Their  Regulation,"  is  a  useful  survey  of  these  markets  and 
their  regulation.  In  particular,  the  Treasury  agreed  with  the  prin- 
cipal recommendation  that  there  be  an  interagency  mechanism  to 
coordinate  Government  policy  with  respect  to  OTC  derivatives. 

Shortly  after  release  of  the  CFTC's  report.  Secretary  Bentsen 
wrote  a  letter  to  the  other  principals  of  the  Working  Group  on  Fi- 
nancial Markets,  the  chairs  of  the  CFTC,  SEC,  and  the  Federal  Re- 
serve Board,  that  effectively  reactivated  this  group,  directed  Under 
Secretary  Newman  to  coordinate  Treasury's  efforts,  and  put  deriva- 
tives as  a  major  item  on  the  working  group's  agenda. 

The  principals  of  the  working  group,  along  with  the  staff,  have 
been  meeting  on  a  regular  basis  approximately  every  4  to  6  weeks. 
As  someone  who  has  been  present,  I  can  assure  you  that  these 
meetings  are  substantive  and  have  had  an  impact  on  the  work  of 
and  cooperation  among  the  agencies  represented. 

The  staffs  of  the  agencies  noted  above,  together  with  staff  from 
other  interested  agencies  and  bureaus,  meet  and  discuss  issues, 
often  more  than  once  a  week.  This  enhances  the  information  flow 
and  working  relationships  among  the  agencies. 

One  example  is  in  the  area  of  improved  disclosure.  Currently, 
there  is  general  consensus  that  accounting  rules  and  disclosure 
rules  for  derivatives-related  activity  are  inadequate.  The  working 
group's  staff,  at  the  request  of  the  principals  and  led  in  this  matter 
by  the  Securities  and  Exchange  Commission,  has  met  with  the  rep- 
resentatives of  the  Financial  Accounting  Standards  Board  to  ex- 
change views  on  their  derivatives-related  projects,  and  encouraged 
them  to  proceed  with  their  projects  expeditiously. 

Discussions  are  underway  in  the  working  group  on  the  data 
available  to  the  Government  concerning  derivatives  markets,  how 
the  more  regulated  investors  such  as  mutual  funds  and  pension 
funds  are  using  derivatives,  capital  requirements  for  derivatives, 
and  the  state  of  the  law  regarding  bilateral  close-out  netting  in  in- 
solvency situations. 

The  working  group  is  cognizant  that  this  is  an  international  mar- 
ket and  is  undertaking  to  ensure  that  the  Grovemment  has  ade- 
quate tools  to  deal  with  problems  that  may  arise. 

With  respect  to  the  recently  released  GAO  report  on  derivatives, 
it  provides  much  useful  information  and  presents  recommendations 
that  serve  to  further  the  debate.  We  particularly  agree  with  the 
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GAO  that  work  needs  to  be  done  in  the  accounting  area,  as  I  men- 
tioned previously. 

While  the  GAO's  assessment  that  the  derivatives  market  is  over- 
ly concentrated  is  debatable,  we  strongly  agree  with  the  GAO  re- 
port that  internal  controls  and  risk-management  systems  for  deal- 
ers and  end-users  of  derivatives  are  vital.  This  is  consistent  with 
the  Group  of  Thirty  report  and  guidance  put  out  by  the  banking 
regulators. 

The  GAO  report  notes  that  there  are,  "differing  views  on  the  im- 
plication of  the  extent  of  derivatives  use,  concentration  of  activity, 
and  expanded  linkages  should  a  financial  crisis  occur."  The  issue 
of  systemic  risk  is  being  reviewed  by  the  working  group. 

However,  we  do  not  believe  that  sufficient  information  has  been 
developed  at  this  time  to  conclude  that  the  unregulated  derivatives 
affiliates  of  registered  broker-dealers  and  insurance  companies 
should  be  brought  under  a  comprehensive  scheme  of  Federal  regu- 
lation. As  a  general  principle,  there  should  be  a  demonstration  that 
there  has  been,  or  will  be,  a  failure  of  market  discipline  before  the 
need  for  such  broad  Federal  regulation  is  advanced. 

There  is  no  doubt  that  the  tremendous  growth  in  the  use  of  de- 
rivatives and  new  forms  that  derivatives  are  taking  necessitate 
that  all  the  Federal  financial  regulators  review  their  areas  of  re- 
sponsibility to  see  if  there  are  inadequacies  or  gaps.  That  process 
is  underway,  and  until  it  has  been  completed  it  is  premature  for 
the  type  of  legislation  that  GAO  recommends  for  consideration. 

Generally,  the  OTC  derivatives  market  has  worked  well,  and  we 
believe  some  of  the  concerns  about  this  market  are  exaggerated. 
Nonetheless,  diligence  and  attention  to  the  new  issues  are  needed. 
Many  users  of  these  markets  have  found  them  helpful  for  manag- 
ing their  risks  or,  in  some  cases,  reducing  their  financing  costs.  De- 
rivatives can  also  be  an  effective  way  to  invest. 

While  derivatives  offer  substantial  speculative  opportunities  to 
those  so  inclined,  they  also  offer  custom-tailored  instruments  to 
corporations  and  others  to  manage  and  reduce  their  financial  risks, 
thereby  enabling  them  to  concentrate  on  their  businesses. 

With  respect  to  the  losses  reported  by  some  firms  in  the  deriva- 
tives markets,  it  appears  that  certain  corporations  were  in  fact 
using  these  markets  to  speculate.  Their  experience  should  serve  as 
a  cautionary  tale,  and  we  have  heard  that  many  senior  manage- 
ments of  many  U.S.  corporations  are  now  reviewing  their  firms'  use 
of  derivatives. 

It  has  not  been  U.S.  Government  policy  for  sophisticated  U.S. 
corporations  to  be  protected  by  regulation  from  making  bad  busi- 
ness decisions  with  respect  to  their  finances.  The  lesson  has  once 
more  been  forcefully  made  that  speculative  positions  in  derivatives 
or  in  the  stock  and  bond  markets  directly  can  lead  to  substantial 
losses. 

Finally,  the  working  group  is  discussing  whether  derivatives  are 
likely  to  exacerbate  severe  market  movements.  The  increased  use 
of  derivatives  would  impact  the  details  of  the  development  and  the 
aftermath  of  a  severe  market  movement.  How  the  failure  of  a 
major  derivatives  market  participant  would  be  handled,  regardless 
of  whether  derivatives  were  the  cause,  is  also  an  issue  being  dis- 
cussed by  the  working  group. 
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The  Federal  Government  should  make  every  effort  to  understand 
these  potential  impacts,  and  we  believe  this  is  being  done,  through 
the  working  group  process,  as  well  as  through  efforts  by  the  rel- 
evant Government  agencies.  There  is  a  strong  commitment  by  the 
senior  Government  officials  responsible  for  financial  market  issues 
to  expend  substantial  resources  in  monitoring  and  understanding 
these  fast-developing  and  growing  markets. 

While  the  Treasury  believes  that  these  markets  deserve  consider- 
able attention,  thought,  and  study,  there  is  no  imminent  threat 
that  requires  a  quick,  aggressive  legislative  response.  On  the  con- 
trary, hurried  legislative  responses  run  the  risk  of  being  counter- 
productive. 

While  the  Treasury  does  not  see  the  need  for  major  derivatives 
legislation  at  this  time,  as  I  noted  earlier,  many  aspects  are  under 
discussion.  If  there  comes  a  time  that  we  determine  the  Federal 
Government,  and  particularly  the  regulatory  agencies,  has  ex- 
hausted its  authority  in  this  area  and  cannot  adequately  address 
problems,  we  will,  of  course,  alert  Congress  to  this  and  offer  our 
proposals. 

Mr.  Chairman,  that  concludes  my  prepared  statement. 

[The  prepared  statement  of  Ms.  Bradbury  appears  at  the  conclu- 
sion of  the  hearing.] 

Mr.  Johnson.  Thank  you,  Ms.  Bradbury. 

We  will  go  to  Mr.  Becker  next. 

STATEMENT  OF  BRANDON  BECKER,  DIRECTOR,  DIVISION  OF 
MARKET  REGULATION,  U.S.  SECURITIES  AND  EXCHANGE 
COMMISSION 

Mr.  Becker.  Thank  you.  Chairman  Johnson.  I  am  pleased  to  ap- 
pear today  to  testify  on  behalf  of  the  Securities  and  Exchange  Com- 
mission regarding  derivative  financial  instruments  and  the  reports 
issued  by  the  Commodity  Futures  Trading  Commission  and  the 
General  Accounting  Office  concerning  financial  derivatives. 

It  is  widely  acknowledged  that  derivative  instruments  are  impor- 
tant financial  management  tools  that,  in  many  respects,  reflect  the 
strength  and  innovation  of  the  U.S.  capital  markets.  When  used 
properly,  derivatives  provide  enormous  benefits  to  corporations,  fi- 
nancial institutions,  and  institutional  investors  in  managing  the 
risks  associated  with  businesses  or  financial  assets.  Derivatives 
permit  corporations  and  local  governments  to  lower  funding  costs 
and,  in  many  instances,  can  be  a  cheaper  and  more  liquid  way  of 
obtaining  desired  exposure  than  a  position  in  the  cash  market. 

Over-the-counter  derivative  products  are  oftentimes  preferred  by 
investors  because  such  contracts  can  be  structured  to  match  their 
particular  portfolios  or  investment  strategies.  These  products  offer 
the  investors  the  opportunity  to  manage  risk  that  might  otherwise 
make  economic  activities  impracticable. 

When  properly  used,  OTC  derivatives  can  expand  credit  avail- 
ability and  help  absorb  or  dampen  market  shocks. 

At  the  same  time,  we  must  recognize  that  the  complexity  and  le- 
verage inherent  in  these  instruments  requires  special  scrutiny. 
There  is  a  risk  that  an  individual  firm  or  investor  might  mis- 
manage derivative  activities  and  incur  significant  losses. 
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There  is  a  risk  also  of  a  systemic  nature  in  that  losses  at  one 
firm  could  spill  over  to  the  other  firms,  market  liquidity  could  dete- 
riorate, and  the  cash  markets  could  be  disrupted. 

Recent  losses  by  major  U.S.  companies  raise  questions  about 
whether  directors  and  senior  managers  of  OTC  derivatives  products 
understand  fully  the  risk  inherent  in  these  instruments  as  well  as 
possible  questions  about  the  sales  practice  standards  used  by  deal- 
ers in  selling  these  products. 

We  are  here  today  to  discuss  the  reports  on  the  derivatives  mar- 
ket issued  by  CFTC  and  the  GAO.  I  commend  both  the  CFTC  and 
GAO  for  undertaking  a  comprehensive  review  of  this  most  difficult 
subject  and  for  suggesting  ways  in  which  firms  participating  in  the 
business  and  regulators  who  must  oversee  this  activity  can  narrow 
and  contain  the  risks  associated  with  derivatives  trading. 

As  the  members  of  this  committee  are  aware,  the  SEC  for  a  num- 
ber of  years  has  been  actively  pursuing  many  of  the  goals  identified 
in  these  reports. 

My  written  testimony,  which  I  have  submitted  for  the  record, 
elaborates  on  the  Commission's  initiatives  in  the  developing  of  ac- 
counting, disclosure,  and  capital  standards  tailored  specifically  to 
derivative  products.  In  my  opinion,  the  Commission's  actions  have 
both  been  responsive  to  the  needs  of  the  dynamic  market  while  at 
the  same  time  being  responsible  in  trying  to  ensure  the  protection 
of  investors,  whether  they  invest  directly  in  derivatives,  indirectly 
in  derivatives  or  only  in  the  cash  market  affected  by  derivatives. 

The  Commission's  actions  to  date  have  been  defined  by  its  man- 
date of  investor  protection,  and  I  assure  you  the  Commission  will 
not  deviate  from  that  fundamental  goal  as  it  continues  to  respond 
to  the  regulatory  challenges  presented  by  the  derivatives. 

I  am  not  going  to  try  and  attempt  to  summarize  my  entire  writ- 
ten statement  at  this  time,  but  I  would  like  to  spend  a  few  minutes 
on  some  specific  points. 

First,  I  think  it  is  important  to  view  the  size  and  growth  of  the 
derivatives  market  in  its  proper  context.  The  GAO  report  estimates 
that  the  total  global  derivatives  volume  expressed  in  notional  or 
contractual  amount  at  the  end  of  fiscal  1992  was  at  least  $12.1  tril- 
lion. 

The  size  and  growth  of  this  market  is  significant,  but  it  is  growth 
that  at  present  is  concentrated  in  a  relatively  small  group  of  firms. 
For  example,  meaningful  OTC  derivatives  activity  by  U.S.  security 
firms  had  been  concentrated  in  six  firms,  the  most  highly  capital- 
ized in  the  securities  industry.  Moreover,  the  overall  replacement 
costs  of  their  derivatives  transactions,  while  growing,  still  reflects 
a  small  percentage  of  the  notional  amount  of  these  contracts. 

The  Commission's  risk  assessment  data  indicates  that  the 
counterparty  credit  exposure  for  these  firms  is  primarily  concerned 
to  investment  grade  entities,  is  short  term,  and  generally  not  con- 
centrated with  any  particular  counterparty. 

I  would  also  like  to  emphasize  that  the  marketplace  itself  works 
as  a  disciplinarian,  tending  to  foster  credit  consciousness  and 
strong  risk  management.  This  is  a  business  that  demands  a  pre- 
mium from  players  perceived  as  a  poor  credit  risk  or  poor  man- 
agers. 
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Second,  it  will  be  critical  for  regulators  in  the  industry  to  move 
ahead  quickly  with  improvements  to  the  accounting  and  disclosure 
standards  applicable  to  derivative  transactions.  Those  efforts  by 
the  Commission  already  have  been  detailed  previously,  so  I  will  not 
repeat  them  here. 

Third,  we  agree  with  the  GAO  and  CFTC  that  clear  risk-manage- 
ment policies  and  controls,  including  those  governing  the  use  of  de- 
rivative instruments,  defined  and  overseen  at  the  highest  level  of 
an  enterprise,  are  critical  to  sound  a  risk-management  system. 

Fourth,  the  Commission  will  continue  to  focus  on  the  use  of  de- 
rivatives by  mutual  and  money  market  funds.  Although  the  use  of 
derivatives  by  these  funds  appears  to  be  limited,  the  Commission 
has  heightened  its  examination  of  disclosures  made  by  mutual 
funds  and  is  inspecting  the  management  controls  of  these  funds. 

Fifth  and  finally,  the  Commission  is  continuing  to  evaluate  the 
programs  currently  in  place  which  help  the  Commission  to  monitor 
the  derivatives'  activity  of  securities  broker-dealers  and  their  affili- 
ates with  a  view  to  improve  the  programs  as  appropriate. 

Regulation  requires  a  combination  of  vigilance,  flexibility,  and 
close  coordination  among  regulators  and  with  Congress.  It  is  in- 
cumbent on  the  SEC  and  all  financial  regulators  to  assess  this 
evolving  market  and  its  parts  and  craft  a  system  of  oversight  tai- 
lored to  its  needs  and  its  risks. 

This  issue  is  too  important  to  this  Nation  to  do  nothing,  as  some 
suggest,  or  to  develop  the  wrong  regulatory  scheme.  The  SEC  is 
moving  forward,  and  we  remain  committed  to  ensuring  that  our 
markets  continue  to  be  the  national  resource  that  they  are  inter- 
nationally recognized  to  be. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Becker  appears  at  the  conclusion 
of  the  hearing.] 

Mr.  Johnson.  Thank  you,  Mr.  Becker. 

Ms.  Corcoran,  several  of  the  comment  letters  introduced  the  idea 
of  initiating  an  exempt  market  pilot  project  such  as  one  similar  to 
the  options  pilot  program.  Does  the  CFTC  believe  it  would  have 
particular  advantages  or  disadvantages  of  such  a  program  relative 
to  other  approaches?  Is  this  something  that  is  being  considered  at 
this  point? 

Ms.  Corcoran.  Yes,  the  Commission  is  carefully  reviewing  the 
comment  letters  that  were  submitted  in  connection  with  the  two 
exchange  petitions,  and  the  staff  is  actively  in  the  process  of  pre- 
paring a  recommendation  to  the  Commission.  One  of  the  issues 
they  are  particularly  looking  at  is  some  kind  of  pilot  program  rel- 
ative to  some  kind  of  exemptive  relief. 

Mr.  Johnson.  Is  there  any  particular  timeframe  you  could  share 
with  us  at  this  time? 

Ms.  Corcoran.  My  colleague  in  another  hearing  testified  some- 
time before  the  fall. 

Mr.  Johnson.  What  criteria  govern  the  exemptive  relief  on  the 
contract  swaps,  hybrids  and  some  energy  products?  And  to  what 
extent  are  those  criteria  being  used  to  assess  the  Chicago  Ex- 
change's petition  for  exemption? 
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Ms.  Corcoran.  Well,  as  directed  by  Congress  and  guided  by  the 
conference  report  and  the  legislation  with  respect  to  issuing  its  ex- 
emptive  relief  with  respect  to  swaps,  hybrids,  forwards  and  certain 
bank  deposits  and  energy  fon^ards,  the  Commission  looked  at 
whether  or  not  the  exemption  was  consistent  with  the  public  inter- 
est and  the  purposes  of  the  act  and  whether  or  not  it  could  poten- 
tially have  a  material  adverse  effect  on  the  ability  of  the  Commis- 
sion or  the  contract  market  to  discharge  its  regulatory  or  self-regu- 
latory duties,  and  also  who  would  be  the  persons  to  whom  the  ex- 
emption would  be  extended  so  it  would  be  limited  to  "appropriate" 
persons  as  required  by  the  legislation. 

In  assessing  public  interest  and  the  purposes  of  the  act,  I  would 
note  that  it  would  be  possible  to  apply  the  same  criteria  and  yet, 
because  you  were  looking  at  a  different  type  of  market  or  fact  situ- 
ation, to  reach  different  conclusions. 

I  would  note  that  the  legislative  record  also  directs  the  Commis- 
sion to  use  its  authorities  sparingly,  not  to  prompt  a  widespread 
deregulation  of  markets  subject  to  the  act.  We  cannot  grant  an  ex- 
emption that  would  alter  the  Johnson-Shad  accord  with  respect  to 
certain  equity  products.  We  have  to  take  into  account  section  15  of 
the  act  which  is  the  section  relative  to  taking  the  least  anticompeti- 
tive means  of  addressing  regulatory  issues. 

Mr.  Johnson.  The  exchanges  argue  that  if  they  are  denied  the 
ability  to  establish  a  proposed  exempt  market  that  the  CFTC 
would,  in  effect,  be  encouraging  businesses  to  use  OTC  markets 
that  provide  relatively  less  price  transparency  and  greater  credit 
risk. 

Do  you  share  that  view  or  would  you  comment  on  that  observa- 
tion? 

Ms.  Corcoran.  Well,  speaking  for  myself  and  also  based  on  some 
of  the  evidence  we  have  from  certain  of  the  markets  that  are  oper- 
ated as  exchange  markets,  I  would  say  that,  structurally,  the  OTC 
markets  and  the  exchange  markets  are  part  of  a  general  financial 
market  structure  which  is  complementary.  The  OTC  markets  cur- 
rently offer  a  flexibility  in  tailoring  and  private  negotiation,  where 
parties  undertake  credit  analysis  of  each  other,  that  is  not  char- 
acteristic of  futures  markets  where  credit  risk  is  removed  or  re- 
duced by  variation  margin  settlements  and  by  a  clearing  organiza- 
tion. 

I  would  also  point  out  that,  with  respect  to  the  Eurodollar  mar- 
ket, for  example,  the  exchanges  have  found  that  the  volume  in  the 
exchange  product  has  increased  as  the  volume  in  the  over-the- 
counter  market  has  increased.  With  respect  to  the  foreign  exchange 
currency  market,  I  would  note  that  the  spot  market  dominates  all 
of  the  over-the-counter  and  exchange  markets  from  the  point  of 
view  of  volume. 

Mr.  Johnson.  Embodied  in  both  the  exchange  proposals  is  a 
long-standing  concern  over  the  length  of  time  that  it  takes  the 
CFTC  to  review  and  approve  a  proposed  contract,  whereas  OTC 
contracts  are  not  subject  to  any  such  regulatory  approval  process. 

To  what  extent  has  the  CFTC  considered  using  a  post-review 
contract  approval  process  and  would  you  share  with  us  a  few  brief 
thoughts  at  least  on  the  risks  associated  with  such  a  process? 
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Ms.  Corcoran.  Yes.  I,  first  of  all,  would  like  to  address  the  ques- 
tion of  the  dilatoriness  of  the  Commission  in  handling  contract  pro- 
posals of  exchanges.  There  has  been  no  backlog  with  respect  to  ex- 
change contract  submissions  for  the  last  2  years. 

I  would  note  that  currently  there  is  only  one  contract  proposal 
pending  which  is  for,  as  I  understand  it,  a  relatively  innovative 
contract,  and  is  currently  calendared  for  consideration  by  the  Com- 
mission on  June  28. 

The  Commission  has  looked  at  streamlining  its  contract  approval 
process,  generally  speaking,  but  it  has  found  that,  particularly  with 
respect  to  contracts  that  are  settled  by  physical  commodities,  such 
as  agricultural  commodities,  that  the  contract  approval  process  al- 
lows the  Commission  to  take  a  hard  look  at  delivery  mechanisms 
and  other  matters  that  are  of  particular  concern  to  the  outside  pub- 
lic who  depend  on  our  markets  for  price  basing. 

There  is  a  fear  if  we  went  totally  to  a  post-approval  mechanism 
that  the  effective  contracts  might  be  traded  that  would  adversely 
affect  pricing. 

Mr.  Johnson.  Ms.  Bradbury,  the  working  group  stafF,  as  I  under- 
stand it,  meets  on  a  quarterly  basis  to  discuss  quarterly  expirations 
of  stock  options,  stock  index  futures  options  and  stock  market  fu- 
tures, assess  the  potential  for  market  disorder,  and  you  have  found, 
I  believe  you  testified,  these  meetings  to  be  useful.  Can  you  give 
the  subcommittee  some  idea  of  the  type  of  information  that  is 
shared? 

Ms.  Bradbury.  Yes.  I  am  not  sure  I  would  exactly  characterize 
the  meetings  as  quarterly.  We  do  have  certain  quarterly  things 
that  we  do,  but,  in  fact,  I  would  say  that  the  staff  of  the  working 
group  participants  and  staff  of  other  related  agencies  talk  and 
sometimes  even  meet  more  than  once  a  week,  in  fact  focusing  on 
different  kinds  of  issues.  There  are  a  group  of  people  who  perform 
sort  of  a  general  market  surveillance  function,  and  sometimes  they 
will  have  a  conference  call  once  a  week  when  things  are  kind  of 
boring  and  stable. 

When  things  get  a  little  more  interesting,  as  perhaps  you  could 
characterize  the  first  quarter  of  1994,  they  talk  a  lot  more  fre- 
quently, sometimes  late  at  night  and  early  in  the  morning.  And  the 
exchange  of  information  in  those  calls  or  meetings  is  very  helpful 
because  different  agencies  have  access  to  different  types  of  informa- 
tion. 

If  you  are  looking  at  a  significant  market  movement  you  might 
want  to  know  what  kinds  of  different  market  participants  are 
doing,  and  it  is  very  helpful  for  each  agency  to  get  the  information 
others  do  to  report  back  to  our  principals  with  a  more  clear  view 
of  what  is  happening  in  the  markets  and  how  they  might  proceed 
for  the  next  day,  for  example. 

Then  there  are  longer  range  discussions  about  issues  like  ac- 
counting that  I  described  where  we  met  as  a  group  to  figure  out 
what  our  individual  agencies'  concerns  were.  Then  we  meet  with 
GAO  to  get  a  feel  for  what  their  views  on  financial  accounting 
standards  boards'  practices  were. 

Then  we  had  a  general  meeting  with  FASB  staff  and  the  vice 
chair  of  FASB  to  communicate  our  concerns  and  explore  issues 
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with  them.  We  had  a  subsequent  meeting  on  what  I  refer  to  as  the 
hedge  accounting  rulings. 

So  we  took  an  issue  from  many  different  perspectives  and  tried 
to  bring  to  bear  the  different  agencies'  views. 

I  have  personally  found  very  useful  the  presentations  we  have 
had.  The  CFTC  gave  us  an  excellent  presentation  on  some  of  the 
things  they  are  looking  at  in  the  risk  assessment  area,  for  example; 
also  some  of  the  general  market  data  they  collect  on  a  regular  basis 
that  they  are  familiar  with  but  people  from  other  agencies  may  not 
be  as  familiar.  So  that  educational  process  has  been  very  helpful 
to  be  sure  that  each  agency  has  the  state-of-the-art  thinking  on 
these  issues  and  can  bring  the  other  agencies'  perspective  to  bear 
on  their  own  specific  regulatory  projects. 

So  those  are  the  nature  of  the  different  kinds  of  interchanges. 

We  have  different  staff  who  participate  in  different  kinds  of 
meetings.  We  reach  out  to  a  number  of  agencies  who  are  not  part 
of  just  the  basic  four  that  I  outlined  in  my  written  testimony,  so 
I  think  it  has  become  a  very  useful  way  to  exchange  information 
but  also  to  begin  to  develop  some  consensus. 

As  you  are  very  aware,  Mr.  Chairman,  the  financial  regulatory 
area  has  not  always  been  characterized  as  one  with  a  great  deal 
of  consensus  among  the  agencies,  and,  to  the  extent  we  can  work 
together  to  develop  common  views  and  perspectives,  we  think  that 
will  really  help  the  process  as  we  go  through  it  and  eventually 
come  out  with  decisions  about  what  we  each  want  to  do  individ- 
ually or  what  we  might  recommend  to  Congress. 

So  maybe  if  we  do  a  little  of  our  homework  in  the  beginning  to- 
gether it  will  help  the  process  later  on. 

Mr.  Johnson.  Ms.  Bradbury  and  Mr.  Becker,  recently  in  the 
Washington  Post  op-ed  piece  by  Hobart  Rowan  was  a  column, 
"Dangerous  Derivatives,"  in  which  he  quotes  at  some  length  Mr. 
Rohatyn,  referring  to  the  genie  being  out  of  the  bottle  that  could 
touch  off  a  financial  nuclear  chain  reaction  speeding  around  the 
world  at  the  speed  of  light.  Large  banks  are  heavily  involved  as 
lenders  to  hedge  fund  operators.  Some  banks  with  huge  exposure 
in  derivatives  have  nothing  set  aside  as  reserves  against  losses  as 
must  be  done  in  the  case  of  other  bank  loans. 

None  of  these  individuals  are  recommending  regulation,  but  they 
are  expressing  a  lot  of  concern  about  greater  public  disclosure  to 
the  authorities  of  who  is  taking  such  risks. 

Would  you  comment  on  the  thrust  of  the  observations  made  by 
Mr.  Rohatyn  and  the  need  for  greater  public  disclosure  and  greater 
information  of  that  nature  and  what  are  you  doing  about  it? 

Ms.  Bradbury.  Mr.  Chairman,  I  think  that  we  believe  any  time 
there  is  such  significant  growth  in  a  market  like  this  and  the  kind 
of  evolution  and  in  the  types  of  instruments  being  developed  it  is 
vital  that  the  financial  regulators  rethink  whether  their  current 
guidelines  or  regulatory  structures  are  sufficient  to  address  those 
issues. 

We  really  believe  that  is  happening  right  now  and  happening  in 
a  very  significant,  intensive  way.  I  wouldn't  speak  for  all  the  agen- 
cies. I  know  the  CFTC  and  SEC  have  indicated  some  of  the  projects 
they  have  underway. 
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The  bank  regulators  are  taking  this  issue  very  seriously.  The 
OCC,  which  is  a  part  of  Treasury,  issued  extensive  guidelines  last 
October  in  this  area.  They  have  followed  that  up  with  Q  and  A,  as 
they  call  it,  getting  at  some  of  the  questions  that  came  out  of  that. 

And  they  don't  just  rely  on  quarterly  call  reports.  In  the  major 
banks,  for  example,  that  the  OCC  regulates,  of  which  there  are 
about  four,  the  GAO  characterize  them  as  major  dealers.  They  have 
on-site  staff  in  those  banks  on  a  daily  basis  watching  what  is  going 
on  and  monitoring  their  systems  and  processes. 

I  think  I  would  object  on  the  issue  of  complexity  of  these  instru- 
ments, perhaps  suggest  we  have  to  not  use  one  broad  characteriza- 
tion for  such  a  diverse  market.  Some  of  these  instruments  are  not 
very  complicated.  I  think  a  classic  interest  rate  swap  is  really  very 
easy  to  understand,  and  many  of  the  participants  should  have  the 
capability  to  fully  comprehend  what  they  are  getting  into  in  that 
marketplace. 

In  the  same  way,  if  someone  needs  to  hedge  themselves  against 
foreign  exchange  risk,  that  can  be  done  through  contracts  or 
through  exchange-traded  or  over-the-counter  forwards,  things  very 
simple,  some  of  which  have  been  traded  for  hundreds  of  years. 

On  the  other  end  of  the  spectrum,  there  are  products  that  are  ex- 
tremely complex,  and  we  would  hope  that  people  are  arming  them- 
selves appropriately  to  deal  with  those.  Certainly  in  the  regulated 
insured  depository  institutions  Treasury  is  doing  our  darndest  to  be 
sure  they  have  those  things  in  place  before  they  get  involved  in  the 
extremely  complex  instruments. 

But  one  of  the  things  I  found  in  the  OCC  regulations  is  they  dif- 
ferentiated between  the  kinds  of  internal  controls  you  need  to  have 
depending  on  the  degree  of  involvement  your  bank  might  have  in 
that  industry  and  the  types  of  derivatives  you  are  being  involved 
in. 

So  if  you  just  do  very  simple  things  that  are  easy  to  manage  and 
you  use  them  only  for  hedging  purposes,  you  might  have  a  lesser 
degree  of  internal  controls,  although  you  still  need  to  have  appro- 
priate controls  if  you  are  one  of  the  major  international  dealers 
using  all  sorts  of  complex — what  was  the  GAO  description  of  a 
rainbow  option — you  should  have  extremely  complex  and  sophisti- 
cated management  tools  in  place. 

So  we  try  to  put  the  appropriate  degree  of  regulatory  oversight 
depending  on  the  degree  of  involvement  and  the  nature  of  involve- 
ment. 

Mr.  Becker.  Mr.  Chairman,  your  point  that  increased  trans- 
parency, the  ability  to  identify  who  is  doing  what,  when  and  where 
in  these  markets,  is  probably  one  of  the  most  critical  aspects  of  fa- 
cilitating the  ability  of  the  market  to  discipline  itself  as  well  as  to 
have  confidence  about  the  ability  to  deal  with  interrelationships 
among  the  participants  in  that  market. 

To  that  end,  Chairman  Levitt  led  the  effort  to  ensure  that  the 
Financial  Accounting  Standards  Board  undertook  a  much  more  ac- 
celerated effort  to  improve  financial  disclosure  both  for  public  cor- 
porations as  well  as  for  financial  dealers. 

In  addition,  he  directed  the  staff  to  begin  the  effort  to  analyze 
the  management  discussion  and  analysis  in  public  company  report- 
ing v^hich  acts  as  a  very  constructive  prophylactic,  as  Ms.  Bradbury 
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described,  in  that  it  forces  management  to  think  through  and  de- 
scribe what  it  is  they  are  doing  with  the  products  that  they  are 
handhng. 

Similarly,  in  connection  with  our  agreement  with  the  CFTC  and 
the  United  Kingdom  Securities  and  Investments  Board,  we  are  also 
committed  to  work  internationally  to  harmonize  where  possible  the 
disclosures  in  these  areas. 

Finally,  in  the  area  of  mutual  funds,  we  have  already  contacted 
the  mutual  funds  with  respect  to  improving  the  disclosure  in  those 
areas  so  that  investors  in  funds  understand  what  the  risks  are  and 
how  they  are  handled.  But,  as  with  every  area,  this  is  one  that  is 
very  d3Tiamic,  and  it  will  require  constant  attention  on  our  part  to 
be  sure  that  we  are  getting  the  disclosures  right. 

In  addition,  whether  or  not  we  have  correctly  analyzed  the  inter- 
relationship among  dealers  so  we  can  effectively  respond  during  pe- 
riods of  stress,  I  think  we  are  doing  that  jointly  through  the  efforts 
by  Ms.  Bradbury  and  the  working  group  to  try  assess  how  we 
might  respond  jointly,  but,  at  the  same  time,  we  are  working  with 
the  broker-dealer  community  to  be  sure  that  we  have  the  right  set 
of  information  available  both  about  the  broker-dealer  and  its  affili- 
ates. 

Mr.  Johnson.  For  any  of  the  panelists,  recently  some  high-profile 
companies  have  reported  substantial  losses  from  speculating  in 
over-the-counter  derivatives,  and  in  some  cases  these  companies 
have  complained  they  have  been  led  into  deals  by  their  bank  deal- 
ers. Is  the  "know  your  customer"  or  suitability  standard  a  good  idea 
for  the  OTC  market? 

Mr.  Becker.  Well,  the  "know  your  customer"  or  suitability  stand- 
ard does  apply  to  securities  and  securities  products,  whether  they 
are  traded  on  an  exchange  or  in  the  over-the-counter  market.  That 
is,  in  large  part,  something  that  has  been  with  the  securities  mar- 
kets for  the  last  50  years. 

But  I  think  the  more  broadly  stated  question  that  is  implicit  in 
what  you  are  asking,  Mr.  Chairman,  is  in  light  of  the  areas  of  con- 
cern raised  by  derivatives  and  portfolio  management  strategy 
should  there  be  some  standard  regarding  how  dealers  interact  and 
make  recommendations? 

We  have  indicated  that  meeting  high  ethical  standards  and  hav- 
ing effective  ways  to  oversee  good  business  conduct  would  be  good 
for  all  dealers,  but  these  are  different  products.  They  do  require 
portfolio  trading.  And  we  don't  think  that  necessarily  one  can  take 
lock-step  standards  or  procedures  developed  in  a  retail  context  and 
transfer  them  into  a  more  institutional  wholesale  context. 

I  think  the  points  that  both  Ms.  Bradbury  and  Ms.  Corcoran  al- 
ready made  regarding  the  nature  of  these  markets  as  sophisticated, 
credit  sensitive,  large  public  corporations  capable  of  fending  for 
themselves  are  well-founded  so  that  we  would  have  to  be  careful 
that  we  did  not  unduly  tilt  the  balance  of  the  relationships. 

Mr.  Johnson.  Any  other  comments?  Mr.  Becker  has  well  re- 
sponded. 

Ms.  Corcoran.  He  has  covered  most  of  the  areas  where  the  reg- 
ulators are  working  with  respect  to  being  sure  that  disclosure  is 
sufficient  for  counterparties  to  evaluate  an  instrument. 
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I  would  note  in  passing  that  one  of  the  side  benefits  of  the 
amount  of  public  and  media  attention  to  losses  in  this  market  may 
be  that  financial  managers  and  corporate  end-users  will  be  asking 
for  more  information  about  these  instruments  because  their  con- 
sciousness has  certainly  been  raised  as  to  their  being  complex  prod- 
ucts. 

Mr.  Johnson.  I  thank  the  members  of  this  panel  for  your  con- 
tribution to  the  hearing  today.  I  thank  you  very  much. 

We  have  with  us  the  full  chairman  of  the  House  Agriculture 
Committee,  our  colleague  from  Texas,  Mr.  de  la  Garza,  and  the 
Chair  recognizes  the  full  chairman  for  any  comment  or  questions 
he  might  have. 

The  Chairman.  Thank  you  very  much,  Mr.  Chairman.  Just  to 
thank  you  for  convening  this  meetings. 

I  have  a  statement  that  I  would  like  to  put  in  the  record.  And, 
otherwise,  I  appreciate  the  witnesses  who  have  come  here,  and  we 
need  to  have  a  complete  grasp  of  the  entire  situation  on  this  issue, 
and  this  will  be  very  helpful  in  that  regard. 

I  commend  you  for  it.  Thank  you. 

Mr.  Johnson.  The  chairman's  statement  is  certainly  received  for 
the  record,  and  will  be  inserted  at  the  beginning  of  the  hearing. 

Thank  you  to  this  panel. 

Our  third  panel  is  comprised  of  Mr.  Patrick  Arbor,  chairman  of 
the  Chicago  Board  of  Trade,  accompanied  by  Mr.  Tom  Donovan, 
president  and  chief  executive  officer  of  the  Chicago  Board  of  Trade; 
also,  Mr.  Daniel  Rappaport,  chairman  of  the  New  York  Mercantile 
Exchange;  and  Mr.  John  F.  Sandner,  chairman  of  the  board,  Chi- 
cago Mercantile  Exchange,  accompanied  by  William  Brodsky,  presi- 
dent and  chief  executive  officer  of  the  Chicago  Mercantile  Ex- 
change. 

Welcome,  gentlemen. 

The  committee  welcomes  this  panel  now.  We  will  receive  your 
full  statements  for  the  record.  You  may  choose  to  summarize  your 
statements  or  however  you  wish. 

We  will  proceed  with  Mr.  Arbor. 

STATEMENT  OF  PATRICK  H.  ARBOR,  CHAIRMAN,  CHICAGO 
BOARD  OF  TRADE,  ACCOMPANIED  BY  TOM  DONOVAN,  PRESI- 
DENT AND  CHIEF  EXECUTIVE  OFFICER 

Mr.  Arbor.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman  and  members  of  the  subcommittee,  I  am  Patrick 
H.  Arbor,  chairman  of  the  board,  Chicago  Board  of  Trade  of  the  city 
of  Chicago.  To  my  right  is  Thomas  Donovan,  chairman  and  chief 
executive  officer  of  the  Chicago  Board  of  Trade. 

Thank  you  for  the  opportunity  to  appear  today  to  address  a  criti- 
cal element  of  this  subcommittee's  long-standing  jurisdiction — the 
derivatives  market. 

As  recently  as  1992,  this  subcommittee  played  a  pivotal  role  in 
the  enactment  of  landmark  legislation  on  over-the-counter  deriva- 
tives. That  1992  law  authorized  the  Commodity  Futures  Trading 
Commission  to  provide  legal  certainty  to  those  OTC  derivatives 
that  may  fall  within  its  jurisdiction  and  to  tailor  a  regulatory  re- 
gime appropriate  to  those  instruments. 
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You  also  urged  the  CFTC  and  the  General  Accounting  Office  to 
study  the  OTC  derivatives  markets  in  order  to  give  you  a  better 
factual  basis  for  any  future  legislative  decisions.  Those  studies 
have  been  completed,  and  we  now  have  had  some  experience  with 
the  CFTC's  exercise  of  its  new  powers.  My  testimony  will  dwell  on 
what  we  have  learned. 

In  the  CFTC's  interpretation  of  the  Commodity  Exchange  Act  so- 
called  Treasury  Amendment,  OTC  futures  in  Government  securi- 
ties and  foreign  currencies  are  excluded  from  Federal  oversight.  In 
fact,  an  OTC  dealer  could  copy  the  board  of  trade's  futures  con- 
tracts and  offer  them  to  the  board  of  trade's  customer  base,  usurp 
98  percent  of  our  customer  base  and  escape  all  Federal  regulation. 

It  is  hard  to  imagine  a  more  arbitrary  and  unfair  situation  with 
a  more  profound  potential  business  impact  on  the  exchanges.  It  is 
tantamount  to  having  the  Federal  Election  Commission  decide  that 
campaign  finance  law  would  apply  only  to  Democrats  but  not  Re- 
publicans or  vice  versa.  No  one  could  legitimately  defend  such  an 
invidious  and  capricious  Government  policy. 

We  have  asked  the  CFTC  to  reconsider  its  interpretation  to  rec- 
ognize that  its  jurisdiction  covers  all  futures,  both  exchange  and 
over-the-counter,  but  it  has  not  done  so.  Instead,  the  agency  sug- 
gested in  its  1993  derivatives  report  that  it  might  recommend  legis- 
lation to  Congress  to  fix  the  problem.  However,  to  date,  no  legisla- 
tion has  been  forthcoming. 

The  CFTC's  use  of  its  new  exemptive  powers  also  highlights  its 
disparate  treatment  of  OTC  and  exchange  markets. 

In  1992,  Congress  told  the  CFTC  to  use  its  new  exemptive  pow- 
ers to  promote  competition  in  a  fair  and  even-handed  manner  for 
OTC  and  exchange-traded  products  alike.  Despite  that  mandate, 
within  3  months  of  passage  of  the  1992  law,  the  CFTC  granted 
only  over-the-counter  swaps  and  almost  total  exemptions  from 
CFTC  regulation.  Within  6  months,  the  agency  granted  an  even 
broader  exemption  but  only  for  over-the-counter  energy  contracts. 

Almost  1  year  ago  before  this  subcommittee  I  announced  that  the 
board  of  trade  had  filed  its  ProMarket  petition  seeking  a  more 
modest  exemptive  relief.  It  has  streamlined  regulation  of  profes- 
sionals of  all  the  exchange  markets  while  maintaining  core  fraud, 
manipulation,  and  clearing  safeguards. 

I  expected  quick  CFTC  approval  since  we  had  just  followed  the 
CFTC's  over-the-counter  precedent  and  asked  for  less  relief.  I  was 
disappointed.  As  the  chart  accompanying  my  remarks  in  my  writ- 
ten testimony  shows,  that  still-pending  petition  has  received  unfair 
and  uneven  treatment  by  the  CFTC,  just  the  opposite  of  congres- 
sional directive.  Despite  Acting  Chairman  Holum's  recent  effort  to 
jump  start  staff  work  on  the  petition  no  date  for  final  action  on  our 
petition  is  on  the  horizon. 

Is  this  disparate  treatment  justified?  Do  exchange  markets  with 
price  transparency  and  self-policing  and  clearing  systems  that 
eliminate  counterparty  credit  risk  inherently  require  regulation 
while  over-the-counter  markets  which  have  none  of  these  safe- 
guards do  not? 

The  answer  is  clearly  no.  Exchanges  rely  on  a  market-tested  sys- 
tem of  self-regulation  to  provide  price  transparency,  market  integ- 
rity, and  financial  safety. 
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Given  these  targets,  the  CFTC's  approach  to  its  authority  seems 
to  be  backwards.  If  anybody,  as  one  former  CFTC  commissioner  ob- 
served, the  CFTC  should  have  first  granted  exemptive  relief  to  the 
exchange,  given  the  safeguards  unique  to  our  exchange  trading. 
Then  and  only  then  should  CFTC  have  considered  any  broad-based, 
over-the-counter  derivatives  exemption. 

For  years,  the  CBI  balked  at  competing  with  OTC  derivatives 
and  urged  that  the  same  regulatory  burdens  we  face  be  imposed  on 
OTC  markets.  But  the  board  of  trade  is  kinder  and  gentler — or  at 
least  more  enlightened.  We  believe  the  over-the-counter  markets 
are  as  vitally  important  to  commerce  as  the  exchange  markets. 
Each  brings  unique  benefits  to  our  economy.  Neither  market  de- 
serves a  regulatory  advantage. 

Today,  the  over-the-counter  markets  have  one.  With  apologies  to 
Harry  Truman,  we  in  the  exchange  markets  just  want  a  fair  deal. 

The  subcommittee's  oversight  can  help  us  achieve  that  fair  deal. 
The  regulatory  disparities  GAO  identified  and  the  CFTC  has  per- 
petuated should  be  remedied.  Quality  of  service,  not  regulatory 
cost,  should  determine  whether  a  company  will  manage  its  risk 
with  over-the-counter  derivatives  or  exchange-traded  products. 

Fair  competition  dictates  a  fair  regulatory  structure.  Today,  we 
don't  have  one.  We  need  one  to  be  able  to  compete  in  the  world 
marketplace. 

If  approved,  the  ProMarket  petition  would  do  just  that.  We  un- 
derstand that  this  subcommittee  will  kick  off  its  consideration  of 
the  CFTC  reauthorization  next  month.  By  then,  we  hope  the  CFTC 
will  have  adopted  our  ProMarket  petition. 

Thank  you. 

[The  prepared  statement  of  Mr.  Arbor  appears  at  the  conclusion 
of  the  hearing.] 

Mr.  Johnson.  Thank  you,  Mr.  Arbor. 

Next,  Mr.  Rappaport. 

STATEMENT  OF  DANIEL  RAPPAPORT,  CHAIRMAN,  NEW  YORK 
MERCANTILE  EXCHANGE,  ACCOMPANIED  BY  R.  PATRICK 
THOMPSON,  PRESIDENT 

Mr.  Rappaport.  Thank  you,  Mr.  Chairman. 

I  am  Daniel  Rappaport,  chairman  of  the  board  of  the  New  York 
Mercantile  Exchange.  Accompanying  me,  Mr.  Patrick  Thompson, 
president  of  the  exchange.  On  behalf  of  the  exchange  and  its  mem- 
bers, I  would  like  to  thank  you  and  the  subcommittee  for  this  op- 
portunity to  make  a  statement. 

As  you  are  aware,  NYMEX  is  the  world's  largest  energy  futures 
exchange,  and  on  April  25  the  members  of  COMEX,  the  world's 
premier  metals  exchange,  agreed  to  merge  and  that  merger  will  ac- 
complish and  make  NYMEX  and  COMEX  the  world's  largest  phys- 
ical commodity  futures  exchange  and  the  fourth  largest  futures  ex- 
change in  the  world. 

In  1994,  the  NYMEX  energy  complex  traded  the  equivalent  of 
240  million  crude  oil  barrels  per  day.  That  represents  approxi- 
mately 3V2  times  the  world  oil  production  and  nearly  10  times 
daily  OPEC  production. 

I  will  depart  from  my  statement  to  make  three  simple  points. 
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The  first  point  I  would  like  to  make — and  I  think  it  is  wholly  un- 
necessary to  make  it  to  you,  Mr.  Chairman — but  based  on  some  of 
the  comments  of  some  of  the  other  members  that  were  here  earlier, 
I  would  like  to  state  that  we  are  not  the  guys  you  are  looking  for 
in  this  review  of  derivative  regulation.  We  are  the  highly  regu- 
lated— some  would  say  overregulated — futures  markets. 

Although  the  GAO  report  defines  derivatives  as  futures,  options, 
forwards,  and  swaps,  the  futures  and  options  that  they  are  refer- 
ring to  are  really  the  OTC,  the  over-the-counter  futures  and  op- 
tions, and  not  the  exchange-traded  futures  and  options. 

The  exchange-traded  futures  and  options  have  a  very  high  degree 
of  regulation,  as  you  know.  We  are  marked  to  the  market  on  a 
daily  basis  and  have  no  counterparty  risk,  we  have  position  limits, 
and  the  CFTC  is  watching  very  closely. 

The  second  point  I  would  like  to  make  is  if  there  is  one  meaning- 
ful thing  you  would  like  to  accomplish  that  I  think  is  noncontrover- 
sial  and  can  work  within  the  existing  framework,  it  is  to  get  the 
FASB  standards  for  disclosure  and  for  valuation  of  derivatives  is- 
sued. They  already  exist  in  futures  and  forwards,  and  to  the  extent 
that  you  can  get  them  issued  on  swaps  I  think  that  would  be  a  very 
positive  step  forward.  I  think  it  is  relatively  uncomplicated. 

The  last  point  I  would  like  to  make  is  that,  properly  structured 
and  employed,  derivatives  are  an  effective  risk-management  tool 
and  vital  part  of  any  risk-management  program.  Like  anything  else 
in  life,  when  a  tool  is  improperly  used  or  used  for  the  wrong  pur- 
pose, the  results  can  be  disastrous,  no  matter  what  rules  you  put 
in  place.  Nothing  can  take  the  place  of  sound  business  judgment 
and  simple  common  sense. 

Thank  you. 

[The  prepared  statement  of  Mr.  Rappaport  appears  at  the  conclu- 
sion of  the  hearing.! 

Mr.  Johnson.  Thank  you,  Mr.  Rappaport. 

And  next  Mr.  Sandner,  fresh  from  his  C-SPAN  appearance  ear- 
lier today.  Welcome  and  proceed. 

STATEMENT  OF  JOHN  F.  SANDNER,  CHAIRMAN,  BOARD  OF  DI- 
RECTORS, CHICAGO  MERCANTILE  EXCHANGE,  ACCOM- 
PANIED BY  WILLIAM  J.  BRODSKY,  PRESIDENT  AND  CHIEF 
EXECUTIVE  OFFICER 

Mr.  Sandner.  Thank  you,  Mr.  Chairman.  I  am  Jack  Sandner, 
chairman  of  the  Chicago  Mercantile  Exchange.  I  am  accompanied 
by  Bill  Brodsky,  president  of  the  Chicago  Mercantile  Exchange. 

We  are  all  talking  about  our  individual  exchanges  being  the  larg- 
est in  some  respect,  so  I  will  chime  in  by  saying  the  Chicago  Mer- 
cantile Exchange  is  the  largest  financial  futures  exchange  in  the 
world  and  the  home  of  the  most  widely  traded  contract  in  the 
world,  the  Eurodollar  contract,  and  home  of  the  largest  open  inter- 
est futures  contracts  in  the  world,  which  is  6,500,000  contracts. 

But  the  reality  is  you  have  the  three  greatest  exchanges  in  the 
world  here  before  you  and  the  chairmen  and  presidents  of  those  re- 
spective exchanges,  and  we  appreciate  very  much  the  opportunity 
to  appear  before  you  because  this  is  probably  the  hottest  issue 
right  now  in  financial  services  in  the  United  States  of  America. 
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And  we  appreciate  you  taking  the  time,  Mr.  Chairman,  to  have  this 
hearing  and  give  us  an  opportunity  to  voice  our  opinion. 

We  also  appreciate  Chairman  de  la  Garza,  chairman  of  the 
House  Agriculture  Committee,  for  taking  the  time  to  attend  this 
hearing  and  listen  to  our  comments. 

I  would  like  to  make  one  point  clear  at  the  outset,  that  the  ques- 
tions that  have  been  submitted  and  all  the  concern  and  all  the  is- 
sues discussed  are  really  not  about  our  exchanges,  as  Dan 
Rappaport  said.  We  are  a  regulated  derivative  market — overregu- 
lated,  as  you  have  heard  from  Mr.  Arbor. 

We  couldn't  agree  more  with  all  of  that.  But  rather  than  go  into 
the  CFTC  and  relationship  with  our  exchanges  I  think  Pat  Arbor 
covered  that  very  well  and  did  a  great  job. 

But  what  I  would  like  to  do  is  talk  about  the  questions  I  think 
that  you  specifically  asked  us  to  talk  about,  and  that  is  the  GAO 
report  and  is  there  systemic  risk  created  by  the  OTC  market  that 
would  cause  us  to  go  into  the  meltdown,  the  collapse  theory. 

The  second  question  I  would  like  to  address  is,  is  regulation 
needed  to  address  the  over-the-counter  derivative  market  and  those 
concerns? 

The  answer  to  those  questions  are  clearly  no,  that  there  is  no  col- 
lapse or  meltdown  that  is  going  to  happen  as  a  result  of  the  deriva- 
tive market.  It  is  very  misunderstood.  There  are  no  gaps  in  regula- 
tion today  that  have  to  be  filled,  and  there  are  no  problems  with 
the  regulatory  structure  as  regards  that  market.  There  are  prob- 
lems of  regulatory  structure  in  financial  services,  which  I  will  men- 
tion in  a  moment,  but  not  specifically  about  the  derivative  over-the- 
counter  market. 

I  think  we  have  to  be  careful  that  Congress  and  regulators  don't 
legislate  and  regulate  the  internal  controls  of  publicly  held  corpora- 
tions and  get  involved  in  the  balance  sheet — in  directing  the  bal- 
ance sheet  of  public  corporations.  That  is  a  sure  recipe  for  economic 
stagnation — or  the  reverse  side  of  that  coin,  for  creating  more  risk 
in  the  system  which  you  are  trying  to  avoid  in  addressing  these 
hearings. 

That  all  is  a  recipe  for  sending  this  entire  industry  of  derivatives 
offshore,  which  we  don't  want  to  do.  So  it  is  a  conundrum,  but  I 
think  it  can  be  easily  addressed  and  answered  with  an  empirical 
discovery  of  the  facts. 

I  agree  with  the  GAO  report  in  terms  of  looking  at  our  financial 
service  regulatory  environment  as  being  a  patchwork  quilt  that  has 
become  counterproductive  which  was  spawned  50  to  60  years  ago 
and  needs  a  complete  revamping  so  it  is  harmonized,  rationalized 
and  nurturing  to  the  private  sector  and  not  the  adversary  to  the 
private  sector.  I  couldn't  agree  more  with  that. 

In  fact,  we  introduced  a  model  that  we  testified  before  the  Senate 
on  on  two  separate  occasions  that  does  that  in  a  functional  rather 
than  institutional  way. 

I  also  understand,  however,  the  concerns  of  Congress  because 
what  we  have  had  here  are  a  couple  of  well-publicized  losses,  the — 
Proctor  &  Gamble  and  others  in  the  over-the-counter  derivative 
market,  and  what  we  have  here  is  a  media  portrayal  that  is  very 
inflammatory  that  no  one  can  ignore. 
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If  you  go  back  to  Fortune  magazine  and  Barrons,  derivatives  are 
the  instruments  of  the  devil.  Derivatives  are  alHgators  in  a  swamp 
lurking  in  the  global  economy.  These  are  tremendous  sound  bites 
that  raises  this  alarm  and  this  caution. 

So  you  take  the  losses  that  have  been  portrayed  and  magnified 
in  my  opinion,  their  importance,  and  none  of  the  successes,  the 
countless  and  hundreds  of  successes,  and  you  take  the  media  por- 
trayal of  most  of  this,  and  you  couple  that  with  these  buzz  words — 
the  collapse  theory,  the  meltdown — and  then  you  look  back  in  his- 
tory, and  they  tie  in — whoever  does — and  juxtapose  it  to  the  S«&L 
crisis — ^you  know  what?  If  I  am  in  Congress  I  get  concerned.  I  have 
a  lot  of  things  on  my  plate  if  I  am  in  Congress,  and  I  only  have 
so  much  time  to  read  and  my  staff  does,  and  I  have  to  take  a  look 
at  this.  So  I  understand  totally  that  you  are  looking  at  this. 

But  what  I  do  want  to  say  clearly  and  caution  everyone  is  be- 
cause these  things  lead  to  an  overreaction  in  the  legislative  proc- 
ess. Overreaction  in  this  case  would  cause  legislation  which  would 
be  counterproductive,  but  it  is  a  funny  kind  of  legislation  because 
there  are  so  many  committees  that  have  a  hand  in  this. 

The  Banking  Committee  has  already  proposed  legislation  with 
Chairman  Gonzalez  and  the  ranking  minority  member  Congress- 
man Leach.  The  House  Energy  and  Commerce  Committee  is  in- 
volved in  it  and  the  Subcommittee  on  Telecommunications  and  now 
this  committee. 

We  can  end  up  with  three  or  four  types  of  legislation  directing 
different  types  of  regulation  in  different  types  of  institutions  when 
they  are  all  performing  the  same  function,  which  would  be  the 
worst  kind  of  legislation  attack. 

So  what  I  think  has  to  happen  is  there  is  a  concern  and  we  have 
to  look  at  this,  but  Congress  needs  the  courage  to  face  down  the 
visceral  approach  to  this — that  we  must  do  something  because 
something  may  happen,  and  we  don't  know  what  it  is.  And  we 
must  have  the  courage  to  embrace  the  facts  and  listen  to  the  facts, 
which  are  basically  that  the  derivatives  serve  a  critical,  critical 
need  for  the  global  institutions  to  manage  risk  which  are  that  the 
losses  that  have  been  portrayed  in  the  media  and  elsewhere  are 
few,  few  in  number  compared  to  the  tremendous  successes  in  the 
risk  management  that  is  going  on  in  this  country  and  the  private 
sector. 

The  countless  successes  of  managing  risk.  Nobody  has  talked 
about  that  in  the  media  or  elsewhere.  They  talk  aboujL-the  Procter 
&  Gamble  case  and  which  are  the  facts;  -but^^henwe  put  these 
losses  under  a  microscope  we  find  it  is  not  a  market  unregulated 
with  alleged  fraud  and  regulation  that  has  never  stopped  fraud. 
Fraud  is  wrong  whether  there  is  legislation  or  not.  With  a  bad  law, 
it  is  still  wrong. 

A  bad  pricing  mechanism,  a  bad  risk  analysis  at  the  particular 
public  corporation  or  the  bank  where  it  has  happened,  or  a  pro- 
gram that  didn't  discern  losses  as  they  are  occurring  and  they 
allow  them  to  accumulate  into  big  losses  and  then  it  is  too  late. 

But  all  of  these  things  are  not  the  subject  of  a  regulation  ap- 
proach or  a  legislative  approach.  Because  they  are  being  attacked 
and  approached  at  this  moment.  We  have  all  the  big  accounting 
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firms  that  are  in  these  pubHc  corporations  submitting  models  to 
evaluate  price,  to  evaluate  risk,  and  to  do  a  mark  to  market. 

You  had  the  Group  of  Thirty,  with  Chairman  Volkmer,  head  of 
the  Group  of  Thirty,  with  the  chairman  of  J. P.  Morgan,  Dennis 
Weatherstone,  that  studied  it  for  a  long  period  of  time  and  said 
that  here  are  the  processes  that  should  take  place.  And  the  market 
will  drive  that. 

The  stockholders  of  these  publicly  held  corporations  will  drive 
the  better  models  for  analyzing  risk.  And  when  you  look  at  our  ex- 
changes, they  have  what  we  call  the  perfect  model  for  doing  this. 
We  have  mark  to  the  market,  we  have  disclosures,  we  have  a  pric- 
ing mechanism  that  is  done  with  independence  and  autonomy  sepa- 
rate from  the  traders.  So  all  of  that  is  in  place. 

And  so  when  you  look  at  where  these  losses  occur  and  analyze 
why  they  occurred,  none  of  the  regulations  that  have  been  sug- 
gested for  the  legislative  approaches  solve  these  issues.  The  mar- 
kets solve  these  issues  and  the  Federal  Accounting  Standards 
Board  now  is  approaching  what  the  model — so  today,  it  is  being 
done  an3rway,  because  of  the  free  market  forcing  it  to  be  done. 

And  I  think  we  are  in  good  company  in  saying  this,  Mr.  Chair- 
man, because  I  think  we  have  heard  over  the  last  6  or  7  weeks 
agreement  from  the  Federal  Reserve,  of  course  Alan  Greenspan, 
agreement  from  the  Federal  Deposit  Insurance  Corporation,  the  Of- 
fice of  the  Comptroller  of  the  Currency,  the  SEC,  and  the  CFTC. 

We  have  heard  it  from  the  Group  of  Thirty.  We  have  heard  it 
from  Mr.  Breeden,  who  was  past  chairman  of  the  SEC.  We  have 
heard  it  from  Mr.  Corrigan  who  was  on  the  Federal  Reserve  Board 
and  now  is  with  Goldman  Sachs,  who  really  raised  the  original 
word  of  caution  and  now  has  backed  away  in  analyzing  empirically 
and  has  taken  a  different  stand  on  it.  And  we  have  heard  it  from 
Mr.  Weatherstone  at  J. P.  Morgan,  from  Mr.  Reed  of  City  Corp,  who 
is  standing  up  and  saying  that  this  thing  needs  a  complete  regu- 
latory assault. 

I  don't  know  where  they  are.  I  know  Congressman  Markey  is 
doing  it,  but  who — and  if  you  look  at  the  people  that  are  saying 
now,  no,  it  is  not  necessary,  I  think  that  is  a  very  important  thing 
to  do,  and  I  thank  you  very  much  for  the  opportunity  to  address 
the  issues. 

[The  prepared  statement  of  Mr.  Sandner  appears  at  the  conclu- 
sion of  the  hearing.] 

Mr.  Johnson.  Thank  you,  Mr.  Sandner. 

Chairman  de  la  Garza,  any  questions  or  observations  that  you 
would  make  at  this  time? 

The  Chairman.  No  questions.  Thank  you,  Mr.  Chairman. 

Mr.  Johnson.  I  want  to  thank  the  members  of  the  panel  for  their 
insights  on  this  critically  important  issue.  Again,  you  are  coming 
from  the  highly  regulated  perspective  of  the  industry. 

I  would  ask  Mr.  Arbor  and  Mr.  Sandner,  do  you  feel  that  the  pe- 
titions that  you  proposed  will  be  sufficiently — would  lead  to  suffi- 
ciently less  cost  and  burden  in  terms  of  regulation,  that  it  would 
in  fact  lure  activity  from  the  OTC  market  on  to  your  exchanges? 
•  observation  about  that? 

30R.  Yes,  the  answer  wouL.  ^-.  yes,  absolutely.  We  have 
tri:  itroduce  a  plain  vanilla  swaps  contract,  the  Chicago  Board 
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of  Trade,  under  the  current  regulatory  environment,  about  3V2 
years  ago.  It  didn't  work  for  a  number  of  reasons,  but  one  of  the 
reasons  was  that  the  excessive  regulatory  costs  that  our  partici- 
pants had  to  incur,  relative  to  trading  these  very  same  contracts 
in  the  over-the-counter  market.  So  we  do  think  it  would  augment 
our  exchange  volume  and  bring  in  two  very  critical  pieces;  namely, 
price  transparency  and  also  a  mark  to  market,  a  clearing  dis- 
cipline. So  that  if  you  had  those  two  pieces  in  place,  a  corporate 
president,  a  CEO,  or  a  treasurer  would  not  be  able  to  say  the  fol- 
lowing morning  that  he  wasn't  aware  of  the  deterioration  of  the  in- 
strument because  the  credit  corporation  would  be  knocking  on  his 
door  asking  for  some  pajonent  money  to  cover  the  deterioration  in 
the  position. 

We  have  recently  introduced  some  flex  bond  and  flex  note  options 
that  compete  directly  with  the  over-the-counter  market.  And  these 
products  that  were  trading  on  our  exchange  are  competing  with  the 
very  same  equivalent  contracts  in  the  over-the-counter  market  that 
are  done  in  a  very  small  room  without  any  regulation  at  all. 

The  regulation  that  we  suffer  under  is  tough.  If  you  take  a  look 
at  this  chart  to  my  left,  to  your  right,  you  will  see  that  the  Chicago 
Mercantile  Exchange,  that  is  in  the  far  right-hand  corner,  has  ap- 
plied for  a  type  of  exemption  for  a  particular  class  of  product.  That 
is  a  spot  contract.  The  Chicago  Board  of  Trade  has  filed  for  a  class 
exemption  just  as  the  swaps  and  hybrids  and  the  energy  products 
dealers,  over-the-counter  dealers,  have  applied  for.  The  eligible  par- 
ticipants are  the  same  for  all  four  categories. 

And  if  you  will  note,  the  regulation  left  in  place  by  the  ex- 
change's petition  is  much  broader  and  much  less  extensive  than 
those  left  in  place  by  the  swaps  and  hybrid  energy  products  cat- 
egory. 

If  you  take  a  look  at  the  length  of  the  comment  period,  it  only 
took  the  CFTC  45  days  for  comment  period  for  the  swaps  and  hy- 
brids, 30  days  for  the  energy  products,  but  yet  the  comment  period 
for  the  CME  and  the  Chicago  Board  of  Trade  is  120  days.  If  you 
take  a  look  at  the  public  policy  questions  posed  for  public  comment, 
there  were  none  for  the  swaps  and  hybrids,  8  for  the  energy  prod- 
ucts, and  100  each  for  the  Board  of  Trade  and  the  Chicago  Mer- 
cantile Exchange. 

And  then  the  CFTC  imposed  a  roundtable  discussion  on  top  of 
that,  held  on  the  23rd  of  November  of  last  year.  And  critically  you 
have  to  take  a  look  at  the  last  line,  it  only  took  2  months  for  the 
swaps  and  hybrids,  2^2  months  for  energy  products,  and  it  has 
taken  the  board  of  trade  IIV2  months,  and  we  are  still  counting, 
still  waiting  for  a  decision,  and  the  Chicago  Mercantile  Exchange 
even  longer.  They  are  waiting  over  14  y2  months  for  a  decision  from 
the  CFTC. 

We  have  to  be  responsive  in  this  modern  business  age  to  de- 
mands for  products  from  our  customers.  We  think  this  is  too  long. 
And  I  would  just  like  to  leave  you  with  the  statement  on  the  top 
of  the  chart,  and  you  can  answer  the  question  yourself  I  think,  and 
also  Chairman  de  la  Garza,  it  is  kind  of  a  rhetorical  question,  is 
this  fair  and  evenhanded  treatment? 

Mr.  Sandner.  Mr.  Chairman,  actually  it  has  been  15  months 
that  we  have  had  the  rolling  spot  exemption  requested,  and  there 
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has  really  been  no  action.  But  your  question  was  do  you  think  that 
it  would  increase  our  volume  and  reduce  cost  and  what  have  you, 
and  absolutely,  we  do  believe  that  is  the  case.  Although  we  don't 
think  it  would  lure  away  from  the  over-the-counter  market,  we 
think  that  there  is  a  harmony  and  that  it  is  complementary.  Just 
as  we  didn't  think  when  an  exchange  was  created  overseas  that  it 
would  really  take  away  the  product  volume  that  we  are  trading, 
but  rather  with  the  synergy  and  the  catalyst  that  occurs  by  other 
venues  trading  would  even  bring  more  trade. 

But  the  bottom  line  is  that  this  is  for  professionals,  when  we  in- 
troduce the  type  of  contract  we  do  with  the  rolling  spot.  This  isn't 
for  nonprofessionals.  And  so  they  should  be  treated  as  professionals 
and  they  shouldn't  have  the  types  of  regulation  that  are  for  the 
widow  in  South  Dakota,  if  you  will.  And  that  is  really  what  it  is 
all  about. 

And  when  you  take,  say,  a  Gordon  Binz,  who  is  the  head  of  the 
General  Motors  pension  area,  and  who  trades  the  markets  for  man- 
aging risk  in  their  portfolios,  and  he  says.  Jack,  he  said,  we  have 
to  sign  a  plethora  of  documents,  that  is  unconscionable.  Now  we 
have  gone  through  the  process  years  ago  so  we  are  up  the  learning 
curve,  but  for  new  entrees  in  the  market  there  is  too  many  alter- 
natives. 

We  are  three  times  seven.  We  know  what  we  want  to  do.  We  do 
our  analysis  when  we  want  to  hedge  and  we  shouldn't  be  signing 
countless  documents  that  have  to  sit  in  our  law  firms  for  9  months 
pouring  over  them  because  they  are  not  related  to  the  activities  we 
are  really  doing  and  the  professional  status  of  our  company.  And 
so  that  is  what  it  is  all  about. 

What  we  are  trying  to  do  is  model  the  over-the-counter  market 
in  terms  of  the  rolling  spot  and  other  innovations.  And  we  must  re- 
member that  these  innovations  came  from  these  futures  exchanges. 

We  are  the  most  innovative  group  in  the  world  as  far  as  financial 
services  are  concerned.  And  the  over-the-counter  market  came  after 
all  of  our  ideas,  and  God  bless  them,  it  has  been  very  healthy  for 
all  of  us.  But  we  had  to  keep  innovating,  and  this  is  another 
stretching  outside  the  envelope  to  continue  to  innovate. 

And  our  innovation  is  very  restricted  when  we  are  restricted  by 
the  rules  and  regulations  under  which  we  are  laboring.  When  we 
are  dealing  with  professionals.  It  is  just  not  necessary. 

Mr.  Johnson.  Mr.  Rappaport,  Mr.  Thompson,  do  the  petitions 
from  the  Chicago  exchanges  have  any  implications  for  NYNEX  if 
they  were  to  be  successful?  Is  there  something  in  the  same  order 
that  you  would  contemplate  or  have  you  given  any  thought  to  that 
particular  approach? 

Mr.  Rappaport.  Yes,  we  have,  actually.  We  submitted  a  letter  in 
support  of  the  petitions  by  CBT  and  the  CME  and  we  were  actually 
waiting  for  some  response  from  the  CFTC  in  that  regard.  And  to 
the  extent  that  those  petitions  are  approved,  we  expect  to  enter 
into  that  market  in  the  same  fashion. 

I  think  that  when  it  comes  to  that  sort  of  thing,  we  sort  of  serve 
your  interests  in  the  sense  that  we  are  the  regulated  futures  mar- 
kets. To  the  extent  that  you  grant  us  the  ability  to  attract,  perhaps, 
some  of  the  over-the-counter  business  that  is  going  off-exchange 
now,  you  draw  that  into  the  umbrella  of  your  regulation  and  that 
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could  be  your  first  foray  into  beginning  to  regulate  that  market,  by 
giving  us  the  opportunity  to  bring  some  of  those  players  into  the 
market. 

As  Jack  said,  we  are  the  most  innovative  and  entrepreneurial  of 
all  the  exchanges  in  the  world.  And  we  need  flexibility  to  maintain 
that  edge.  As  the  over-the-counter  market  products  become  more 
and  more  standardized,  as  exchanges  we  can  ofier  that  plain  va- 
nilla, as  Pat  Arbor  said,  we  can  offer  that  plain  vanilla  swap  con- 
tract on  our  exchange,  eliminate  the  counter  party  risks,  create  the 
mark  to  the  market  situation  so  that  they  are  getting  these  margin 
calls  every  day.  And  to  that  extent,  I  think  we  serve  the  same  in- 
terests, and  serve  the  marketplace  very  well. 

Mr.  Johnson.  For  any  of  you,  do  the  dealers  of  derivatives  utilize 
your  markets  to  hedge  their  risks  or  otherwise  become  closely  in- 
volved in  your  closely  supervised  markets? 

Mr.  Brodsky.  Let  me  take  a  shot  at  that,  Mr.  Chairman.  We 
have  found  over  the  last  several  years  that  our  market  has  become 
actually  a  wholesale  market  to  the  derivatives  dealers.  As  Jack 
said  earlier,  our  Euro  dollar  contract  has  become  the  largest  con- 
tract in  the  world  in  terms  of  trading  volume,  open  interest,  and 
other  measures.  Precisely  because  the  people  who  use  the  over-the- 
counter  markets,  the  dealers  there,  will  come  to  our  market  and 
layoff  their  risk.  We  become  the  market  of  the  ultimate  layoff  mar- 
ket for  them.  And  I  think  that  from  a  point  of  view  of  looking  at 
systemic  risks  in  the  marketplace,  I  think  that  is  a  very  positive 
thing. 

Because  our  market  with  the  daily  mark  to  market,  the  liquidity 
and  the  transparency,  makes  our  market  very  appealing  and  secure 
for  the  banks  and  the  brokerage  firms,  and,  in  fact,  if  you  look  at 
our  interest  rate  markets  in  particular,  which  are  now  about  70 
percent  of  our  volume,  the  bulk  of  the  users  of  those  markets  are 
the  big  derivative  over-the-counter  dealers. 

So  there  is  a  synergy  between  the  two  and  where  historically  we 
might  have  said  we  were  an  institutional  market,  we  have  really 
become  a  wholesale  market,  and,  hence,  a  highly  professional  mar- 
ketplace where  the  rules  and  regulations  that  we  have  in  place 
now,  which  have  been  in  place  20  years  or  more,  just  don't  nec- 
essarily make  any  sense  in  the  world  where  we  are  living  today. 

Mr.  Johnson.  Absent  some  progress  on  these  petitions,  do  you 
envision  that  there  is  going  to  be  some  hemorrhage  of  business  ac- 
tivity to  the  OTC  side  that  currently  comes  through  the  existing  ex- 
change, exchanges? 

Mr.  Arbor.  Well,  it  certainly  makes  it  more  difficult  for  us.  We 
did  notice  in  the  paper  today  that  there  seemed  to  be  a  little  slow- 
ing in  the  growth  of  derivatives  because  of  some  of  the  problems 
that  have  been  referred  to  earlier  in  testimony.  But  nonetheless, 
the  excessive  debt  limitation  that  Jack  Sandner  referred  to,  the 
slow  response  of  the  CFTC  on  our  promarket  petition  and  the 
CME's  rolling  spot  petition,  is  going  to  cause  us  some  problems  in 
producing  growth  in  our  products  in  the  future.  And  that  is  some- 
what of  a  problem  because  as  was  pointed  out  by  Chairman 
Rappaport  and  myself  and  Jack,  our  production  does  provide  price 
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transparency  and  that  much  needed  clearing  discipline  that  re- 
minds everyone  at  the  end  of  the  day,  at  the  latest  by  the  following 
morning,  what  your  positions  are. 

Mr.  Sandner.  If  I  can  add  to  that,  Mr.  Chairman,  I  think  there 
is  no  question  that  the  regulatory  framework  under  which  we  are 
living  and  financial  services  in  general  in  the  United  States  and 
also  in  particular  in  our  industry,  leads  to  a  bleeding  over  to  other 
markets,  other  venues,  that  are  regulated  efficiently,  but  are  regu- 
lated in  a  different  way.  And  the  markets  will  flourish  there. 

I  think  you  are  seeing  that  all  throughout  Europe  now  and  the 
Pacific  Rim.  And  when  you  really  talk  to  the  regulators  there,  they 
have  a  mind-set  of  never  touring  the  private  sector,  of  creating  a 
marketplace,  because  it  provides  jobs,  it  provides  a  tax  base.  And 
they  are  really  on  the  cutting  edge  of  doing  that.  And  I  think  we 
have  gotten  stuck  in  a  mind-set  that  is  very  adversarial.  Not  the 
Congress  necessarily,  I  mean  the  regulators.  And  I  think  we  ought 
to  take  a  fresh  look  at  this.  And  with  the  mind-set  that  we  want 
to  protect  the  consumer,  but  we  also  want  to,  at  the  same  time, 
nurture  the  private  sector  because  that  is  where  the  jobs  come 
from,  that  is  where  the  tax  base  is,  and  we  do  a  good  job  of  produc- 
ing thousands  and  thousands  and  thousands  of  jobs  in  the  financial 
service  industry  in  the  United  States  of  America,  and  we  really 
don't  want  to  lose  it. 

Mr.  Johnson.  Mr.  Donovan,  you  observed  that  your  proposal  is 
sort  of  a  middle  ground  regulatory  approach,  that  you  are  not  real- 
ly seeking  something  as  sweeping  as  the  OTC  exemptions  that  the 
CFTC  has  already  granted. 

Would  you  elaborate  a  little  bit  there  on  what  it  is  that  makes 
this  a  sort  of  middle  ground  approach? 

Mr.  Donovan.  Yes,  Mr.  Chairman.  The  petition  that  we  have  be- 
fore the  CFTC,  I  would  describe  as  a  hybrid,  because  it  embodied 
all  the  elements  of  the  futures  industry  that  we  provide,  provides 
protection,  provides  the  daily  mark  to  the  market,  provides  the 
clearing  approach  that  we  have  which  we  think  makes  our  market 
so  secure,  and  we  have  antifraud  and  antimanipulation  rules  in 
place.  We  also  would  determine  that  this  would  be  a  professional 
market  before  anyone  could  use  it. 

So  I  think  in  tying  that  into  something  that  you  had  asked  ear- 
lier, as  far  as  whether  we  would  lose  business  if  we  can't  do  this, 
I  think  what  would  happen  is  we  wouldn't  be  able  to  provide  an- 
other venue  for  people  who  would  like  to  use  a  market  that  has 
this  type  of  security. 

To  tie  in  with  Mr.  Sandner's  statement  about  competition  and 
where  this  business  will  go,  I  don't  think  it  is  an  accident  that 
when  we  work  with  the  exchanges  around  the  world  and  their  reg- 
ulators that  we  find  that  our  regulator  is,  as  best  I  could  put  it, 
totally  out  of  touch.  The  regulators  around  the  world  want  to  bring 
business  to  these  countries.  And  they  are  doing  a  very  good  job  of 
doing  it.  The  very  fact  that  we  are  experiencing  tremendous  growth 
in  the  futures  industry,  and  I  can  only  speak  for  the  board  of  trade 
and  Mercantile  Exchange,  both  of  our  volume  this  year  are  up  45 
percent  over  record  years  last  year.  And  for  the  board  of  trade  in 
the  first  5  months  of  the  year  with  an  increase  in  volume  of  45  per- 
cent, we  have  experienced  a  2.4  percent  decrease  in  international 
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market  share.  I  think  that  tells  us  something.  At  the  very  time  we 
are  being  denied  the  ability  to  put  up  a  new  product. 

I  heard  Andrea  Corcoran  speak  to  the  contracts  that  are  not  ap- 
proved at  the  CFTC.  Well,  when  you  take  a  whole  class  of  products 
such  as  we  are  potentially  talking  about,  there  is  no  way  to  deter- 
mine how  much  opportunity  we  are  losing,  or  how  much  oppor- 
tunity is  being  denied  to  the  American  investor.  Because  as  Chair- 
man Sandner  said,  this  is  what  it  is  all  about.  It  is  jobs,  it  is  busi- 
ness in  the  United  States. 

We  just  came  back  from  a  futures  industry  conference  in  London. 
We  had  dinner  there  with  a  young  lady  who  formerly  was  a  mem- 
ber of  the  board  of  trade's  board  of  directors.  She  now  works  in 
London;  she  runs  a  firm.  She  brought  along  an  individual  accom- 
panying her  who  had  come  into  London  that  day  who  currently  is 
a  member  of  the  Chicago  Board  of  Trade.  He  told  us  the  next  day 
his  wife  was  arriving  with  their  1-year-old  child.  She  is  6  months 
pregnant,  and  he  is  going  to  buy  a  life  membership,  a  London 
international  futures  exchange  membership,  and  he  is  selling  his 
board  of  trade  membership.  That  is  nice  to  hear.  It  is  something 
that  tells  us  something.  When  we  have  this  young  talent  leaving 
U.S.  markets,  take  up  residency  in  London  because  there  is  more 
opportunity,  I  think  it  is  time  to  take  a  look  at  what  we  are  doing. 

We  know  we  are  innovative,  but  we  have  a  regulator  that  isn't. 
And  I  think  that  the  regulator  finds  it  very  difficult  to  respond  to 
the  exchanges.  It  is  easy  to  regulate  exchanges.  It  is  easy  to  ex- 
empt over-the-counter  markets.  But  when  it  comes  down  to  being 
courageous  and  innovative,  what  they  should  do  is  take  a  look  at 
the  way  we  are  regulated  and  allow  us  the  opportunity  to  grow. 

We  put  these  petitions  forward,  we  have  the  support  of  virtually 
everyone  that  really  wants  to  be  progressive  and  innovative  and 
trade  these  products,  and  yet  we  have  a  regulator  that  doesn't  have 
the  courage  to  follow  the  mandate  of  Congress,  to  look  at  the  last 
act  and  treat  us  in  a  fair  and  evenhanded  manner. 

Mr.  Johnson.  I  thank  the  members  of  this  panel  for  your  con- 
cerns on  a  controversial  and  difficult  issue.  And  we  look  forward 
to  working  with  you  and  staying  in  very  close  contact  with  you  as 
we  proceed  on  with  additional  hearings  on  CFTC  reauthorization 
later  this  next  month.  Thank  you. 

We  have  one  last  panel.  I  appreciate  your  patience.  That  panel 
is  comprised  of  Mr.  Robert  G.  Easton,  who  is  chairman  of  the  Man- 
aged Futures  Association,  in  Washington,  and  he  is  accompanied 
by  Mr.  Jack  Gaine,  general  counsel  and  director  of  government  re- 
lations, for  the  Managed  Futures  Association;  Ms.  Gay  Evans, 
chairman,  International  Swaps  and  Derivatives  Association,  Wash- 
ington; and  Mr.  Peter  Karpen,  chairman.  Futures  Industry  Associa- 
tion of  Washington,  and  he  is  accompanied  by  Mr.  John  Damgard, 
president  of  the  Futures  Industry  Association  in  Washington. 

Welcome  to  all  of  you.  Welcome  to  the  subcommittee,  we  appre- 
ciate having  all  of  you  here.  Your  full  statements  and  any  supple- 
mental material  you  might  have  are  received  for  the  record.  You 
may  choose  to  summarize  or  however  you  are  most  comfortable  in 
making  your  statement.  With  that,  we  will  proceed  in  order  on  the 
panel,  and  first  would  be  Mr.  Easton. 
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STATEMENT  OF  ROBERT  G.  EASTON,  CHAIRMAN,  MANAGED 
FUTURES  ASSOCIATION,  ACCOMPANIED  BY  JOHN  (JACK) 
GAINE,  GENERAL  COUNSEL  AND  DIRECTOR,  GOVERNMENT 
RELATIONS 

Mr.  Easton.  Chairman  Johnson,  thank  you  very  much  for  the  in- 
vitation today  to  talk  about  the  GAO  report.  I  am  Robert  Easton, 
chairman  of  the  Managed  Futures  Association,  a  national  trade  as- 
sociation representing  the  managed  futures  and  derivatives  indus- 
try, with  over  500  members  drawn  from  all  segments  of  the  busi- 
ness, including  commodity  pool  operators,  commodity  trading  advi- 
sors, futures  commission  merchants,  and  exchanges,  and  is  com- 
prised of  members  who  manage  or  give  advice  with  respect  to  a 
substantial  majority  of  the  assets  currently  invested  in  managed 
futures. 

I  also  chair  the  Managed  Futures  Subcommittee  of  the  Regu- 
latory Coordination  Advisory  Committee  of  the  CFTC,  and  am 
president  of  Commodities  Corporation  U.S.A.,  a  CFTC  registered 
commodity  pool  operator  and  commodity  trading  advisor  and  a 
worldwide  foreign  exchange  dealer  and  end-user  of  all  the  financial 
derivative  markets. 

There  has  been  much  talk  today  about  sophisticated  participants, 
qualified  participants  who  meet  certain  standards.  We  are  one  of 
those  and  so  my  perspective  on  the  GAO  report  on  those  matters 
has  to  come  from  the  view  of  a  user  of  the  market. 

We  are  trading  all  markets  everywhere  in  the  world,  both  futures 
and  OTC  markets.  The  OTC  markets  more  recently  than  the  fu- 
tures. The  futures  we  have  been  trading  in  my  firm  for  some  25 
years,  and  for  some  10  years  the  Managed  Futures  Association  has 
recognized  the  importance,  growing  importance,  of  the  OTC  cus- 
tomized instruments  in  addition  to  the  exchange-traded  standard- 
ized futures  contracts. 

There  are  several  points  I  would  like  to  make.  As  this  sub- 
committee is  aware  from  its  recommendation  to  Congress  in  adopt- 
ing the  Futures  Trading  Practices  Act  of  1992,  the  OTC  markets 
are  comprised  of  highly  sophisticated  professionals  with  substantial 
creditworthiness.  Because  OTC  transactions  are  privately  nego- 
tiated and  customized  transactions,  OTC  participants  have  devel- 
oped highly  sophisticated  risk  management  techniques  and  sound 
credit  evaluation  practices. 

In  recognition  of  the  debilitating  effect  on  the  growth  and  innova- 
tion of  the  derivatives  markets  due  to  the  potential  illegality  under 
the  Commodities  Exchange  Act  for  trading  such  instruments  off-ex- 
change, the  Futures  Trading  Practices  Act  of  1992  granted  the 
CFTC  authority  to  exempt  such  transactions  among  professionals 
and  other  sophisticated  participants. 

The  CFTC  has  acted  promptly  and  responsibly  in  providing  ex- 
emptive  relief  for  swap,  hybrid,  and  certain  energy  transactions. 
And  we  hope  the  CFTC  and  other  regulators  will  continue  to  exer- 
cise their  existing  authorities  to  eliminate  any  remaining  legal  un- 
certainty and  to  grant  exemptive  relief  in  both  exchange-traded 
and  OTC  markets  where  appropriate. 

We  have  heard  today  from  the  exchanges  and  from  our  view  we 
have  supported  the  exchange  requests  in  that  innovation  comes 
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from  any  and  all  directions.  There  is  no  reason  to  preclude  ex- 
changes as  an  innovator,  which  they  have  always  been. 

We  believe  it  is  important  to  recognize  the  distinction  between 
exempting  appropriate  participants,  markets,  or  transactions  from 
regulation  and  the  lack  of  sufficient  regulatory  authority  or  appro- 
priate oversight.  Each  of  the  affected  regulatory  authorities  has 
confirmed  in  testimony  before  House  committees  that  no  new  legis- 
lation is  needed  for  monitoring  derivative  transactions. 

In  light  of  the  authority  granted  the  SEC  in  the  Market  Reform 
Act  and  the  CFTC  in  the  Futures  Trading  Practices  Act,  MFA 
strongly  endorses  this  conclusion.  Inappropriate  legislation  and 
regulation  is  as  detrimental  as  regulatory  uncertainty.  It  impedes 
responsible  economic  and  financial  innovation,  blocks  competition 
among  alternative  investments,  and  creates  an  inappropriate  bur- 
den on  commerce  by  constraining  individual  investment  freedom. 

Self-regulation  and  market  regulation  historically  have  been  the 
cornerstones  of  the  securities  and  commodities  financial  markets. 
In  fiercely  competitive  markets,  with  transactions  among  sophisti- 
cated creditworthy  participants,  regulatory  concerns  and  the  degree 
of  regulatory  oversight  is  significantly  less. 

The  effect  of  inappropriate  legislation  has  been  well  documented 
in  testimony  before  this  committee  as  to  the  effects  driving  busi- 
ness offshore,  alternate  structure,  frustrating  legitimate  needs,  and 
so  forth.  Historically,  it  has  not  been  a  regulatory  objective,  and  I 
believe  it  should  not  be,  to  prevent  sophisticated  professionals  from 
taking  risks  or  from  making  business  decisions  regarding  instru- 
ments used  to  manage  risk  or  enhance  returns. 

While  individual  participants  may  from  time  to  time  make  bad 
business  decisions  and  incur  losses,  it  is  important  not  to  lose  sight 
of  the  significant  risk-management  and  return  benefits  provided  by 
derivatives  to  many  institutions  and  sophisticated  individuals. 

The  GAO  cites  growth  and  the  fast  evolution  of  the  derivative 
markets  in  support  of  their  recommendations  to  increase  direct  reg- 
ulation of  these  transactions.  We  believe  that  effective  industry 
participation  and  interagency  cooperation,  domestically  and  inter- 
nationally, has  been  and  will  continue  to  be  the  most  effective 
means  of  oversight  in  these  evolving  markets. 

We  applaud  the  international  efforts  to  enhance  netting  agree- 
ments and  increase  their  legal  certainty,  which  will  increase  the 
risk-management  effectiveness  of  derivatives.  Along  with  strong  in- 
ternal controls  and  risk-management  practices,  we  believe  these 
guidelines  are  best  developed  by  the  industry  itself  with  participant 
customization  reflective  of  good  business  judgment. 

While  MFA  supports  derivative  related  risk  disclosure,  we  sup- 
port industry  efforts  in  responding  to  the  "Group  of  Thirty"  rec- 
ommendation and  believe  that  risk  exposure  is  most  effective  when 
it  reflects  the  nature  of  the  business  described.  We,  therefore,  be- 
lieve that  discussion  needs  to  be  applied  in  determining  what  dis- 
closure is  necessary  and  most  effective. 

We  support  the  efforts  of  the  Financial  Accounting  Standard 
Board  in  attempting  to  expeditiously  develop  with  the  industry 
input-effective  and  appropriate  standards. 

Thank  you  again  for  the  opportunity  to  participate  today. 
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[The  prepared  statement  of  Mr.  Easton  appears  at  the  conclusion 
of  the  hearing.] 
Mr.  Johnson.  Thank  you,  Mr.  Easton. 
And  next  is  Ms.  Evans. 

STATEMENT  OF  GAY  EVANS,  CHAIRMAN,  INTERNATIONAL 
SWAPS  AND  DERIVATIVES  ASSOCIATION 

Ms.  Evans.  Thank  you,  Chairman  Johnson  and  Chairman  de  la 
Garza.  Thank  you  for  the  opportunity  to  be  here  today.  I  think  in 
light  of  everything  what  we  have  heard  already,  and  in  light  of  my 
submitted  statement  for  the  record,  in  light  of  your  time,  I  will 
simply  summarize  my  original  summary. 

Much  I  think  is  already  being  done  and  ISDA  will  be  committed 
and  remains  committed  to  traditional  steps  that  are  both  necessary 
and  useful  to  further  enhance  the  framework  for  derivative  trans- 
actions. We  agree  with  the  CFTC's  report's  conclusion,  there  is  no 
need  for  further  legislative  action  with  regard  to  privately  nego- 
tiated derivatives  at  this  time.  ISDA  agrees  that  the  issues  that 
can  be  raised,  that  have  been  raised,  can  best  be  addressed  through 
cooperation  between  regulators  and  those  participants  in  the  deriv- 
ative transactions. 

GAO's  contrary  proposal  for  legislation  is  not  supported  by  any 
demonstrable  systemic  financial  risk  or  by  any  analysis  of  the  com- 
petitive impact  of  the  recommended  legislation.  Moreover,  the  GAO 
proposals  for  legislation  have  been  rejected  by  all  the  key  U.S.  fi- 
nancial regulators,  including  the  Federal  Reserve.  Therefore,  Mr. 
Chairman,  swaps  and  privately  negotiated  derivatives  play  a  key 
role  in  reducing  and  not  increasing  risks. 

Much  is  being  done  and  will  continue  to  be  done  by  the  private 
sector  and  by  regulators  under  existing  law.  That  activity  ought  to 
be  encouraged  and  not  placed  in  an  arbitrary  straitjacket  through 
new  and  unnecessary  legislation.  And  I  would  look  forward  to 
working  with  the  subcommittee  and  in  keeping  you  informed  of  our 
progress.  Thank  you. 

[The  prepared  statement  of  Ms.  Evans  appears  at  the  conclusion 
of  the  hearing.] 

Mr.  Johnson.  Thank  you,  Ms.  Evans. 

And  Mr.  Karpen. 

STATEMENT  OF  PETER  F.  KARPEN,  CHAIRMAN,  FUTURES  IN- 
DUSTRY ASSOCIATION,  ACCOMPANIED  BY  JOHN  DAMGARD, 
PRESIDENT 

Mr.  Karpen.  Thank  you,  Mr.  Chairman,  and  thank  you,  Chair- 
man de  la  Garza. 

My  name  is  Peter  Karpen  and  I  am  here  today  in  my  capacity 
as  chairman  of  the  Futures  Industry  Association.  I  thank  you  for 
this  opportunity  to  appear  before  you  on  behalf  of  the  membership 
of  the  FIA  and  to  present  FIA's  views  on  derivatives  and  the  recent 
GAO  report. 

The  FIA  is  the  national  trade  association  of  the  commodity  fu- 
tures and  options  trading  industry.  Our  regular  membership  is 
comprised  of  approximately  80  of  the  largest  futures  brokerage 
firms,  known  as  futures  commission  merchants,  or  FCM's.  They 
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handle  more  than  80  percent  of  the  transactions  on  U.S.  futures  ex- 
changes. 

Our  associate  and  international  members,  which  number  nearly 
200,  are  a  more  diverse  group.  They  include  all  the  United  States 
and  many  foreign  exchanges  and  clearinghouses,  law  firms,  ac- 
counting firms,  and  users  of  the  markets,  such  as  commercial  and 
investment  banks  and  pension,  insurance,  and  mutual  fund  man- 
agers. 

Although  our  membership  includes  all  facets  of  the  futures  in- 
dustry, the  FIA  has  its  roots  in  the  brokerage  community.  In  past 
years,  the  FIA  has  developed  an  increasing  interest  in  the  over-the- 
counter  trading  of  derivatives  products  whose  values  are  derived 
from  the  value  of  an  underlying  asset  or  underlying  reference  rate 
or  index.  Our  interest  is  based  on  our  members'  long-standing  ex- 
pertise in  risk  management  and  our  customers'  needs  for  cus- 
tomized risk-management  tools  in  addition  to  the  standardized 
products  provided  by  the  exchanges. 

As  you  know,  this  customer-driven  demand  has  created  an  inno- 
vative, dynamic,  global  market.  The  FIA  has  long  supported  the 
benefits  of  derivatives.  As  early  as  1982,  in  testimony  supporting 
the  reauthorization  of  the  CFTC  before  the  House  Committee  on 
Agriculture,  the  FIA  stated  that:  "The  interbank  currency  market, 
interest  rate  swaps,  forward  rate  loans  and  deposits,  cross-currency 
rate  swaps,  Eurocurrency  loans  with  marketable  caps,  and  many 
more  financial  transactions  and  arrangements  provide  corporate 
treasurers  and  financial  officers  with  the  flexibility  to  operate  in 
their  economically  most  efficient  manner." 

Our  views  are  fully  supported  by  the  conclusion  of  the  GAO  in 
its  report  12  years  later:  "Derivatives  serve  an  important  function 
in  the  global  financial  marketplace,  providing  end-users  opportuni- 
ties to  better  manage  financial  risks  associated  with  their  business 
transactions.  The  rapid  growth  and  increasing  complexity  of  deriva- 
tives reflects  the  increased  demand  from  end-users  for  better  ways 
to  manage  their  financial  risks  and  from  speculators  for  lower  cost 
ways  to  potentially  profit  from  market  volatility.  They  also  reflect 
the  innovative  capacity  of  the  financial  services  industry  to  respond 
to  market  demands." 

Before  focusing  on  the  GAO  report,  it  is  important  to  recognize 
the  accomplishments  of  this  committee,  the  Congress,  and  the 
CFTC  in  assuring  the  legality  of  derivatives.  In  our  1982  testi- 
mony, we  recognized  that  certain  derivatives  transactions  could  be 
considered  illegal  under  the  CEA.  Such  a  finding  would  stagnate 
these  important  activities  and  actually  increase  risks  in  the  finan- 
cial system. 

After  intensive  debate  over  several  years,  10  years  later  this  sub- 
committee recommended  and  Congress  adopted  the  Futures  Trad- 
ing Practices  Act  of  1992,  which  granted  the  CFTC  the  authority 
to  exempt  OTC  instruments  from  any  and  all  of  the  requirements 
of  the  CEA.  This  new  authority  allowed  the  CFTC  to  adopt  its 
swap  exemption,  providing  important  legal  certainty  to  a  broad 
range  of  OTC  derivative  transactions. 

While  this  relief  is  not  complete.  Congress  did  not  provide  the 
CFTC  with  the  authority  to  exempt  certain  equity  products,  it  went 
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a  long  way  toward  eliminating  what  the  industry  recognized  was 
the  largest  impediment  to  the  growth  of  derivatives. 

I  would  like  now  to  focus  on  the  GAO  report. 

As  you  may  know,  the  FLA  joined  five  other  financial  trade  asso- 
ciations in  responding  to  the  GAO  report.  While  we  applauded  the 
report's  findings  and  conclusions  that  confirmed  the  benefits  of  de- 
rivatives, we  cautioned  that  the  GAO  report  not  be  used  as  the 
basis  for  unnecessary  legislation  and  restrictive  regulation  which  in 
the  end  will  impair  market  participants'  ability  to  use  OTC  deriva- 
tive transactions.  In  our  view,  effective  risk  management  by  sophis- 
ticated market  participants  should  be  driven  by  good  business  prac- 
tices and  not  by  legislation  or  restrictive  regulation. 

First,  we  agree  with  the  conclusion  of  the  CFTC  in  its  report  last 
fall  that  the  regulatory  agencies  involved  already  have  the  tools  to 
monitor  and  oversee  the  U.S.  derivative  markets  without  new  legis- 
lation. This  conclusion  was  supported  unanimously  in  the  recent 
testimony  of  senior  financial  regulators,  including  banking,  securi- 
ties, and  futures  regulators,  who  all  concluded  that  there  was  no 
need  for  new  legislation  to  supervise  derivatives. 

While  we  recognize  that  there  are  entities  that  are  not  directly 
regulated,  including  affiliates  of  broker-dealers  and  FCM's,  we  do 
not  believe  that  the  GAO  or  anyone  else  has  made  a  case  to  sup- 
port their  direct  regulation.  In  particular,  because  these  unregu- 
lated entities  do  not  market  derivatives  to  the  retail  public,  that 
they  do  maintain  capital  to  satisfy  credit  rating  agencies  or 
counterparties,  and  that  they  do  not  have  access  to  any  Federal  in- 
surance, they  do  not  require  the  same  degree  of  oversight. 

As  you  know,  the  SEC  has  and  the  CFTC  has  proposed  rules  to 
obtain  adequate  information  so  that  these  agencies  can  ensure  that 
these  entities  do  not  jeopardize  the  regulated  broker-dealer  or 
FCM.  The  FIA  supported  Congress'  granting  the  CFTC  the  author- 
ity to  obtain  this  information. 

We  are  working  closely  with  the  CFTC  as  it  develops  its  risk  as- 
sessment rules  to  assure  that  the  CFTC  is  provided  with  adequate 
information  without  imposing  unnecessary  burdens  on  the  indus- 
try. 

Instead  of  supporting  new  legislation,  the  FIA  continues  to  en- 
dorse effective  interagency  cooperation  as  the  key  to  sound  over- 
sight of  derivatives  on  both  a  national  and  international  level.  As 
the  CFTC  stated  in  its  OTC  report,  the  "systemic  and  public  policy 
issues  suggested  by  derivative  products  are  not  confined  to  any  sin- 
gle market  or  the  province  of  any  one  regulator."  In  this  regard,  we 
applaud  the  activities  of  the  Working  Group  on  Financial  Markets, 
chaired  by  Secretary  Bentsen,  and  including  the  participation  of 
the  banking  regulators,  the  SEC,  and  the  CFTC  in  coordinating  de- 
rivatives oversight. 

We  agree  with  the  GAO's  endorsement  of  international  regu- 
latory cooperation  and  its  warning  that,  without  effective  coopera- 
tion, new  U.S.  regulatory  measures  would  not  be  fully  effective  and 
might  cause  derivatives  activities  to  move  offshore.  We  support  the 
ongoing  efforts  of  U.S.  regulators  to  coordinate  with  their  counter- 
parts in  foreign  jurisdictions. 

The  GAO  report  also  focuses  on  the  need  for  increased  disclo- 
sures of  derivatives  and  derivatives  risk.  We  support  the  GAO's 
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recommendation  that  FASB  expeditiously  develop  improved  disclo- 
sure standards  for  derivatives.  The  process  of  increased  disclosure 
is  already  underway,  as  many  companies  have  significantly  ex- 
panded their  derivatives-related  disclosures  in  their  1993  annual 
reports,  although  we  must  caution  that  derivatives  disclosure 
should  be  integrated  with  the  underlying  business  lines  which  are 
being  hedged. 

I  would  like  to  address  one  last  point  that  is  an  important  step 
in  the  evolution  of  derivatives.  The  GAO  and  other  regulatory  stud- 
ies have  addressed  credit  risk  issues  in  the  OTC  derivatives  mar- 
kets and  have  recognized  that  the  evolving  methods  of  controlling 
credit  risk  depend  on  better  netting  and  offsetting  techniques.  De- 
pending on  the  needs  of  the  market,  this  could  lead  toward  a  clear- 
inghouse for  OTC  derivatives  or  other  mechanisms  to  relieve 
counterparty  credit  exposures. 

As  we  did  12  years  ago,  we  urge  the  Congress  to  continue  to  sup- 
port a  legal  framework  that  permits  efforts  to  reduce  counterparty 
risk  in  the  financial  system.  I  appreciate  the  opportunity  to  appear 
before  the  subcommittee  today  on  behalf  of  the  FLA,  and  I  welcome 
any  questions  that  the  subcommittee  might  have. 

[The  prepared  statement  of  Mr.  Karpen  appears  at  the  conclu- 
sion of  the  hearing.] 

Mr.  Johnson.  Thank  you,  Mr.  Karpen. 

Ms.  Evans,  you  have  substantial  familiarity  with  European  regu- 
lated regulatory  agencies.  Would  you  share  with  the  committee  a 
bit  what  is  taking  place  in  the  European  Community  relative  to  de- 
rivative legislation,  if  anything? 

Ms.  Evans.  Thank  you.  What  we  see  in  Europe  is  a  definite  co- 
operation amongst  agencies,  or  I  mean  as  stated  earlier,  it  is  very 
different.  The  regulatory  environment  is  extremely  different.  But 
the  SIB  has  been  working  with  the  Bank  of  England.  The  SIB  with 
the  SFA  does  actually  regulate  the  securities  aspects.  The  Bank  of 
England  regulates  the  whole  body  of  the  financial  environment  for 
banks.  But  we  sit  down  on  an  ongoing  basis,  industry  participants, 
with  those  regulatory  institutions  and  discuss  what  are  some  of  the 
problems  that  are  occurring  today  and  how  to  best  solve  them. 

We  see  that  also  in  the  European  Community,  obviously  which 
pools  together  all  European  institutions  and  banks,  even  a  lot  of 
them  very  small,  have  nothing  to  do  with  what  we  call  swaps  and 
privately  negotiated  over-the-counter  derivatives.  But  they  have  sat 
down  and  we  talk  to  them  about  the  process  of  going  forward  on 
netting. 

And  it  is  also  evident  when  you  look  at  the  BIS,  how  the  G-10 
countries  have  sat  together  for  banking  and  done  the  same  thing. 
And  they  have  all  been  welcoming  I  say  major  industry  partici- 
pants to  discuss  these  issues. 

Mr.  Johnson.  For  the  members  of  the  panel  in  general,  again  I 
am  quoting  from  a  recent  news  story,  getting  observations  from  Mr. 
George  Sorros,  where  he  states  that:  "Derivatives  issues  need  not 
be  regulated  with  the  SEC.  Buyers  need  no  cash  margins  as  re- 
quired for  other  securities.  Even  managers  of  derivatives  take  20 
to  30  percent  of  the  profits  but  don't  share  in  the  losses." 

As  a  manager  slips  into  minor  losses,  he  has  a  financial  induce- 
ment to  increase  the  risk  to  get  back  into  positive  territory,  rather 
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than  to  retrench  as  allowed  to.  I  wonder  if  any  of  you  would  care 
to  comment  or  share  in  any  observations  with  us  about  those  con- 
cerns expressed  by  Mr.  Sorros? 

Ms.  Evans.  I  absolutely  disagree  with  that.  I  think  a  lot  of  is- 
sues— when  we — ^the  involvement  of  ISDA  is  in  private  swaps  £ind 
privately  negotiated  contracts,  but  when  we  execute  a  transaction 
with  a  counterparty,  we  hedge  it,  so  it  is  not  a  zero  sum  game. 

What  happens  is  many  people  want  to  assume  risk  and  those 
who  want  to  assume  risk  can  assume  it  in  various  ways.  That 
doesn't  mean  if  they  gain,  we  lose.  It  has  nothing  do  with  that. 

I  think  his  other  comment,  I  think  he  talked  about  derivatives 
increasing  marked  volatility.  There  has  been  no  substantiation  of 
that  actually  ever  occurring. 

Mr.  Easton.  I  would  just  like  to  add  a  couple  points  to  that.  I 
don't  agree,  with  all  respect  to  George  Sorros,  I  don't  agree  with 
that  comment.  For  most  of  our  funds,  which  are  offered  through 
commodity  pools,  there  are  a  couple  structural  points  that  work 
against  that  tendency  you  would  think  might  be  there. 

One  is  that  the  incentive  compensation  that  is  paid  to  managers 
is  paid  on  the  basis  of  reaching  a  new  peak,  so  that  if  you  have 
a  loss,  you  have  to  get  back  to  a  new  peak  before  you  earn  new 
profit  sharing.  So  that  in  a  fund,  let's  say  a  5  year  or  infinite  dura- 
tion fund,  most  managers  will  take  a  constructive  conservative 
view  toward  building  back  equity  rather  than  a  self-destruct  view. 

Another  structural  design  feature  that  can  prevent  that  is  to 
have  some  of  the  compensation  deferred  against  future  losses. 
Many  firms  are  adopting  that  approach  as  well. 

Mr.  Karpen.  I  would  just  like  to  add  that  we  certainly  agree 
with  both  of  the  comments.  In  addition,  a  typical  money  manager 
is  paid  a  percentage  of  funds  under  management,  and  it  is  cer- 
tainly in  his  best  interests  to  maintain  a  level  of  funds  in  order  to 
enjoy  his  compensation.  So  there  really  is  no  encouragement  to- 
ward recklessness  with  regard  to  trying  to  go  for  broke,  is  the  best 
way  to  say  it. 

Mr.  Johnson.  There  is  always  some  danger  in  asking  anyone  to 
generalize  about  specific  circumstances  that  have  occurred  lately, 
but  can  you  generalize  about  what  happened  in  the  recently  pub- 
licized cases  where  companies  have  indicated  losses  due  to  deriva- 
tives, were  these  entities  involved  in  speculative  positions  beyond 
their  normal  use  of  derivatives  products  to  hedge  actual  risks?  Can 
you  characterize  this  in  any  way?  Ms.  Evans. 

Ms.  Evans.  Chairman  Johnson,  I  don't  think  you  can  really  char- 
acterize any  of  them.  I  think  there  are  a  couple  of  points  that  come 
out  of  this  idea.  And  one  I  referred  to  earlier,  there  are  no  riskless 
investments.  If  one  wants  to  enter  into  them,  you  know,  it  is  not 
quite — profits  and  gains,  that  is  what  they  are  entering  into  the 
transaction  for. 

I  think  some  of  the  things  you  can  generalize  perhaps  is  how 
there  has  been  a  breakdown  in  internal  controls.  And  obviously 
that  doesn't  need  legislation.  I  think  that  is  being  addressed  by  the 
management  of  these  institutions.  And  I  think  the  other  issue  that 
will  be  addressed  and  is  being  addressed  by  FASB  is  one  of  disclo- 
sure. 

Mr.  Damgard.  We  would  agree  as  well. 
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I  think  the  other  point  is  that  we  didn't  hear  very  much  from 
these  corporate  treasurers  as  they  were  enhancing  their  returns  on 
their  portfolios  during  the  up  period,  and  I  think  that  many  of  the 
dealers  were  in  fact  warning  their  customers  that  they  were  at 
some  risk  in  a  market,  in  a  volatile  market  environment. 

It  was  only  after,  it  seems  to  me,  that  the  interest  rate  jumped, 
in  the  case  of  Procter  &  Gamble,  that  a  chief  financial  officer  who 
certainly  should  know  from  a  Fortune  500  company  what  he  is  buy- 
ing, began  to  complain  about  his  lack  of  knowledge. 

Mr.  Easton.  There  certainly  is,  just  to  add  to  that,  I  think  there 
certainly  is  an  increased  awareness  of  the  importance  of  internal 
control,  risk-management  systems,  within,  particularly  within 
treasury  departments  of  large  corporations,  where  they  have  been 
accustomed  to  hedging  and  taking  hedging  risks  and  may  not  have 
fully  appreciated  when  a  hedge  would  slip  into  an  actual  position 
on  the  market.  And  with  these  instruments  being  quite  subtle  now, 
some  of  them,  and  quite  complex,  particularly  mortgage  backed  in- 
struments, for  example,  the  importance  of  risk-management  sys- 
tems is  highlighted  and  we  fully  support  standards  toward  that.  I 
believe  in  public  companies  such  as  Procter  &  Gamble  that  is  an 
enforcing  exercise. 

Mr.  Johnson.  Ms.  Evans,  the  GAO  report,  the  CFTC  report. 
Group  of  Thirty,  all  suggest  individual  market  players  need  to  ex- 
ercise discipline,  know  their  counterparties,  keep  track  of  the  value 
of  their  positions.  All  acknowledge  the  importance  of  following  cer- 
tain standards  and  the  reports  suggest  in  fact  that  most  market 
players  do  indeed  follow  those  standards. 

But  isn't  there  a  risk  that  if  the  standards  are  not  requirements, 
that  fringe  participants  or  financially  weakened  participants  will 
cut  corners  to  enhance  their  profitability  or  survivability,  and  is 
there  any  concern  on  your  part  that  such  a  weakening  of  standards 
could  spill  through  the  market? 

Ms.  Evans.  No.  I  don't — I  think  one  recognizes  when  standards 
are  being  cut  from  your  counterparty,  if  you  are  talking  about  large 
financial  counterparties.  I  believe  the  GAO  report  did  highlight 
that  the  dealers  all  seemed  to  have  found  that  they  all  have  good 
estimations  and  that  they  all  voluntarily  set  aside — I  mean,  this  is 
basically  the  unregulated  dealers,  excuse  me,  they  all  voluntarily 
set  aside  capital.  And  I  think  our  own  regulators,  banking  regu- 
lators, obviously  wouldn't  allow  standards  to  be  cut.  If  anything, 
their  awareness  of  what  is  occurring  in  the  markets  these  days  and 
their  understanding  of  risks  that  are  inherent  in  these  over-the- 
counter  transactions,  is  quite  high.  And  I  think  Alan  Greenspan 
has  referred  to  that  regularly  over  the  past  2  years  in  the  manage- 
ment of  these  risks.  So  I  don't  think  you  would  be  permitted  to  do 
such  a  thing. 

Mr.  Karpen.  Mr.  Chairman,  I  might  add  that  there  is  also  a 
market  discipline  that  is  self-enforcing,  and  that  is  a  number  of  the 
participants  in  these  over-the-counter  markets  are  required,  in 
order  to  be  involved  in  those  markets,  to  have  substantial  amounts 
of  capital.  And  with  that  capital  requirement  goes  the  responsibil- 
ity of  preserving  that  capital,  and  that  suggests  that  there  will  be 
risk-management  tools  and  systems  in  place  before  trades  are  con- 
summated. 
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Mr.  Johnson.  Are  shareholders  adequately  aware  of  the  risks?  Is 
there  sufficient  disclosure  taking  place  to  corporate  shareholders 
themselves  under  the  current  system? 

Ms.  Evans.  OK,  I  think  that  goes  for  meaningful  disclosure.  I 
think  what  we  see  today,  and  FASB  obviously  has  put  out  several 
papers  on  this,  is  what  is  meaningful  disclosure.  For  whether  it  is 
a  financial  institution  or  a  corporation,  and  I  think  at  that  point 
you  have  to  look  at  how  does  one  make  money,  what  are  the  risks 
one  takes  to  make  that  money,  what  are  the  risks  going  forward? 
And  I  think  those  are  the  questions  that  are  being  answered  today. 
And  I  think  that  is  good  for  all  of  us.  I  mean,  disclosure  is  defi- 
nitely welcomed  in  our  environment. 

Mr.  Karpen.  Mr.  Chairman,  with  regard  to  disclosure  for  end- 
users,  I  think  that  that  is  an  evolving  process,  that  there  was  a 
great  deal  of  movement  made  even  as  recently  as  last  year,  cer- 
tainly an  encouragement  to  FASB  to  come  up  with  better  disclo- 
sure standards  as  part  of  the  movement  in  that  direction. 

Mr.  Easton.  I  think  this  again  brings  up  the  point  of  how  much 
should  we  lean  on  disclosure  versus  internal  controls  and  risk  man- 
agement. I  think  in  my  own  company,  others  in  the  industry,  that 
the  mountains  of  disclosure  that  might  be  required  to  describe  the 
intricacy  of  each  instrument  that  we  are  trading  would  be  rel- 
atively enormous. 

What  is  more  important  I  think  from  the  shareholders  or  the 
participants  in  our  funds  to  know  is  that  we  have  risk-management 
systems  and  internal  controls  in  place.  And  that  is  a  more  impor- 
tant point  of  emphasis  than  just  adding  more  and  more  com- 
plicated disclosure. 

Mr.  Karpen.  Just  another  interesting  point  on  the  disclosure  as- 
pect. I  mentioned  in  my  comments  that  it  is  very  important  that 
when  disclosures  are  made,  for  example  in  annual  reports,  that 
there  might  be  a  way  to  have  those  disclosures  made  in  a  way  that 
suggests  that  the  derivatives  products  which  are  on  the  books  of  a 
corporation  are  integrated  with  business  lines.  And  that  really  gets 
to  how  that  disclosure  is  made,  whether  it  is  netting  or  notional, 
and  I  think  that  is  something  that  FASB  needs  to  take  a  look  at. 

We  don't  want  to  scare  the  public  by  having  these  derivatives  in 
the  balance  sheet.  There  has  to  be  a  way  to  make  sure  that  there 
is  an  understanding  of  why  they  are  there. 

Mr.  Johnson.  Taking  on  a  public  education  responsibility  here, 
would  any  of  you  on  the  panel  care  to  briefly  characterize  the  bene- 
fits of  the  OTC  market  that  simply  cannot  be  duplicated  in  an  ex- 
change setting?  Why  are  we  doing  this? 

Ms.  Evans.  I  guess  that  is  mine,  Mr.  Chairman.  The  OTC  mar- 
ket has  evolved  because  it  is  custom  tailored — these  are  custom  tai- 
lored transactions.  When  I  talk  to  a  client,  which  is  what  I  do  as 
a  profession,  I  sit  there  and  I  talk  to  them  about  what  he  is  trying 
to  accomplish,  whether  it  be  a  corporation,  in  a  corporation  wheth- 
er he  has  dividend  flows,  whether  he  actually  has  currency  funds 
coming  in  on  a  regular  basis  and  he  doesn't  want  to  have  them 
unhedged,  he  doesn't  want  that,  so  he  is  willing  to  give  away  some 
of  the  up  side  on  that. 
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Now  frequently  you  can't  match  those  particular  currency  flows 
with  the  dates  that  are  on  the  exchanges,  where  we  basically  re- 
structure a  transaction  that  actually  fits  his  needs. 

Now  we  also  do  transactions  with  other  types  of  clients  who  want 
to  assume  some  risk.  And  that  is  done  with  full  detail,  full  informa- 
tion, et  cetera.  And  these  are  things  they  can't  just  go  out  and  buy 
on  the  exchanges,  because  we  privately — we  discuss  these  face  to 
face,  or  phone  to  phone,  and  we  meet  the  needs  that  they  actually 
have.  And  so  it  is  not — it  is  never  such  a  sales  thing  that  I  call 
them  up  and  say,  you  want  to  do  this,  you  want  to  buy  that.  It  is 
never  that  way  at  all.  It  really  is  a  privately  negotiated  structure. 

Mr.  Damgard.  And  I  would  just  add  that  the  whole  world  of  risk 
management  has  been  greatly  expanded  by  the  OTC  market.  And 
I  think  a  lot  of  that  45  percent  volume  increase  in  the  Chicago  ex- 
changes referred  to  earlier,  probably  comes  from  people  who  had 
never  before  understood  the  benefits  of  risk  management  and  who 
are  in  fact  buying  these  very  tailored  products  that  meet  their  very 
specific  needs,  and  then  the  dealers  themselves,  as  mentioned  by 
the  exchanges,  have  brought  that  risk  to  the  exchange. 

Competition  has  been  very  good  for  this  business,  Mr.  Chairman, 
including  the  development  of  the  OTC  markets,  as  well  as  the  com- 
ing of  age  of  some  of  the  foreign  exchanges  which  turned  out  to  be 
very  well-run  exchanges. 

Mr.  Johnson.  Do  you  feel  the  changes  proposed  by  the  Chicago 
exchanges  will  draw  activity  away  from  the  OTC  activity?  Is  this 
a  zero  sum  situation  or  is  this  a  growth? 

Mr.  Easton.  Mr.  Chairman,  I  believe  it  is — just  one  comment 
first  on  why  we  trade  derivatives,  I  think  that  may  help  comment 
on  the  exchange  applications  as  well.  And  our  industry  trades  both 
OTC  and  exchange,  so  maybe  a  few  examples. 

The  ones  that  came  up  with  customizing,  tailoring,  and  those  are 
important  advantages  of  the  OTC  market.  There  are  some  others. 
Size  and  liquidity  in  the  OTC  markets  at  times  and  in  certain  mar- 
kets can  be  much  greater  than  exchange  liquidity,  so  that  you 
might  exit  a  trade  in  the  cash  market  to  the  OTC  market  that  you 
put  on  an  exchange,  or  vice  versa. 

Other  advantages  of  the  derivatives  are  that  they  frequently  will 
be  trading  derivatives  on  the  OTC  market  that  are  not  on  the  ex- 
changes. And  the  currency  markets  being  an  enormous  example. 
There  are  five  active  currency  contracts  on  the  Chicago  America. 
There  are  some  40-plus  different  currencies  in  the  world.  And  the 
only  alternative  really  to  trade  those  other  currencies  is  in  the  OTC 
market.  Then  you  get  all  the  derivatives  that  come  from  that,  the 
crosses  and  swaps  that  derive  from  that. 

And  another  point  is  that  the  exchanges  are,  although  this  is 
changing,  the  exchanges  are  not  open  all  the  time  everywhere,  so 
that  at  night  when  events  are  occurring  in  the  Far  East,  you  may 
want  to  take  on  a  trade  or  exit  a  trade  in  the  OTC  market  that 
you  couldn't  otherwise  do.  And  I  think  this  kind  of  explains  why 
I  believe  both  the  Merc  should  add — but  I  am  not  on  the  board  of 
the  Merc  so  it  is  not  totally  objective,  perhaps,  but  I  believe  these 
are  complementary  markets  in  many  cases,  and  the  exchange  hav- 
ing the  flexibility  to  trade  on  the  same  playing  field  with  the  over- 
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the-counter  markets  is  important  and  will  end  up  being  a  win/win 
situation. 

I  think  the  Eurodollar  market  has  been  pointed  to  as  a  lead  ex- 
ample of  that,  where  the  Eurodollar  is  an  integral  part  of  the 
swaps,  OTC  trading,  and  to  allow  the  exchanges  to  trade  in  a  simi- 
lar way  to  the  OTC  market  will  end  up  with  both  markets  increas- 
ing in  their  volume,  liquidity. 

There  are  other  examples  of  that,  but  I  believe  it  is  essentially 
a  win/win  and  there  is  no  good  reason  not  to  allow  the  exchanges 
to  participate. 

Mr.  Karpen.  I  don't  think  we  are  really  going  to  know  if  the 
promarket  activity,  the  exemptions  will  pull  liquidity  from  the 
over-the-counter  market.  But  I  think  it  is  important  to  say  that 
first  of  all  the  FIA  has  supported  the  promarket  exemption.  The 
concept  of  a  promarket  exemption,  we  believe  in  a  level  playing 
field  from  a  regulatory  point  of  view. 

But  it  is  fair  to  say  that  in  the  proposals  or  applications  for  this 
exemption,  there  have  been  some  issues  raised  which  have  troubled 
the  FIA.  We  have  commented  accordingly.  Specifically,  concerns 
about  bankruptcy  protection,  financial  integrity  issues,  and  trade 
practices  issues  as  well.  And  we  have  worked  with  the  exchanges 
in  the  past  and  the  Commission  and  we  are  continuing  to  do  so  to 
see  how  we  can  resolve  our  differences  in  that  regard. 

Mr.  Johnson.  Ms.  Evans,  your  letter  relative  to  the  GAO's  report 
certainly  got  their  attention  and  you  are  one  of  the  few  witnesses 
who  have  had  a  counter  report  to  the  same  hearing.  And  I  don't 
know  that  you  had  an  opportunity  to  review  their  response  to  your 
initial  concerns,  but  could  you  very  succinctly  summarize  your  alle- 
gations that  their  conclusions  simply  did  not  follow  from  the  facts 
as  they  have  found  them? 

Ms.  Evans.  I  am  happy  to.  I  actually  have  not  had  the  benefit 
of  reading  it.  I  started  to,  but  it  got  me  a  bit  too  nervous.  I  wanted 
to  listen  to  everybody  else  instead. 

I  think  some  of  the  findings  we  have  found  in  there  obviously 
were  quite  correct.  I  mean,  they  did  talk  about  how  swaps,  deriva- 
tives, are  risk-management  tools  effectively.  They  talked  about  how 
these  are  the  same  risks  that  exist  with  other  financial  activities. 
And  I  applaud  that. 

They  mention  some  concerns  which  we  agreed  with,  which  goes 
to  talking  to  FASB  and  accounting  and  disclosure.  We  agree  with 
that.  We  think  that  is  something  that  is  being  worked  upon  right 
now. 

I  think  one  of  the  other  issues  that  they  actually  agreed  with  was 
voluntary  submission  of  reports.  And  they  discussed  that  and  we 
have  been  doing  that  regularly  as  dealers. 

What  we  totally  disagree  with,  which  is  in  my  statement,  is — and 
it  is  in  our  ISDA  statement,  I  am  sure  they  refute  it  here,  is  lit- 
erally the  systemic  risk  issue.  They  have  no  substantiation  of  that 
at  all.  They  talk  about  the  interdealer  linkages.  Well,  the 
interdealer  linkage,  the  number,  if  you  break  down  the  GAO  re- 
port, I  believe  is  $6.5  trillion  for  swaps  and  over-the-counter  pri- 
vate negotiated  derivatives. 

Now,  that  number  is  large.  After  a  net — ^you  talk  about  the  gross 
market  value  or  the  gross  credit  value  at  that  point  in  time  is  1.8 
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percent  of  that  number.  Now,  we  believe  if  you  have  a  legal  en- 
forceable contract,  which  is  what  we  do,  we  work  very  hard  at  that, 
that  number  is  only  1  percent  of  the  $6.5  trillion  number.  So  it  is 
a  much  modicum  number. 

So  you  look  at  the  actual  outstanding  amount  of  risk  out  there 
in  the  markets  and  it  is  much  smaller  than  you  look  at  amongst 
those  14  dealers  in  concurrence  with  probably  securities  on  their 
balance  sheet,  obviously  loans  on  the  banks'  balance  sheet.  So  you 
have  to  put  it  in  perspective. 

I  lost  my  train  of  thought.  It  has  easy  to  do.  I  think  those  were 
some  of  the  issues  that  we  actually  did  have  a  bit  of  concern  over. 
And  I  think  any  of  the  cases  of  concern,  none  of  them  cause  for 
greater  legislation. 

Mr.  Johnson.  I  appreciate  your  observations  on  that,  and  I 
would  welcome  any  members  of  this  panel  or  the  other  panels,  for 
that  matter,  who  have  any  supplemental  responses  to  things  that 
they  heard  or  received  in  the  course  of  this  hearing,  if  you  would 
want  to  submit  to  the  committee,  we  certainly  would  welcome  that 
within  the  next  10  days.  And  because  we  certainly  would  respect 
your  right  to  review  a  response  that  is  directed  specifically  to  your 
previous  comments,  but  that  would  go  for  anyone  else  on  the  panel 
as  well. 

Mr.  Barlow,  do  you  have  any  concluding  comments  or  questions? 

Mr.  Barlow.  No. 

Mr.  Johnson.  Well,  with  that,  I  thank  the  members  of  this 
panel.  It  is  very  helpful  as  we  wade  into  deep  waters  here,  and 
thank  you  for  your  contributions. 

With  that,  this  hearing  is  adjourned. 

[Whereupon,  at  2  p.m.,  the  subcommittee  was  adjourned,  to  re- 
convene subject  to  the  call  of  the  Chair.] 

[Material  submitted  for  inclusion  in  the  record  follows:] 
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Statement  of  James  L.  Bothwell 

Director,  Financial  Institutions  and  Market  Issues 


Mr.  Chairman  and  Members  of  the  Committee: 

We  are  pleased  to  appear  today  to  discuss  federal  oversight  of 
derivatives  activities.   As  you  know,  we  issued  our  derivatives 
report  on  May  18,  1994;  it  responds  to  your  request  as  well  as 
requests  from  several  other  committees.   In  my  testimony  today,  I 
will  briefly  summarize  our  major  conclusions  and  recommendations 
and  then  answer  any  questions  you  or  the  other  members  may  have. 

In  the  past  2  decades,  fundamental  changes  in  global  financial 
markets — particularly  the  increased  volatility  of  interest  rates 
and  currency  exchange  rates — prompted  a  number  of  public  and 
private  institutions  to  develop  and  use  derivatives.   Derivatives 
use  was  accelerated  by  the  continuing  globalization  of  commerce  and 
financial  markets  and  major  advances  in  finance,  information 
processing,  and  communications  technology. 

Derivatives  are  financial  products  whose  values  are  based  on  the 
value  of  an  underlying  asset,  reference  rate,  or  index.   We  focused 
on  four  basic  types  of  derivatives:   forwards,  futures,  options, 
and  swaps.   These  basic  products  can  also  be  combined  to  create 
more  complex  derivatives.   Some  derivatives  are  standardized 
contracts  traded  on  exchanges.   Others  are  customized  contracts 
that  include  negotiated  terms,  such  as  amounts,  payment  timing,  and 
interest  or  currency  rates .   When  contracts  are  not  traded  on  an 
exchange,  they  are  called  over-the-counter  (OTC)  derivatives. 

Derivatives  serve  important  functions  in  the  global  financial 
marketplace.   Among  their  benefits;  derivatives  provide  end-users 
with  opportunities  to  better  manage  financial  risks  associated  with 
their  business  transactions,  called  hedging.   They  also  provide 
opportunities  to  profit  from  anticipated  movements  in  market  prices 
or  rates,  called  speculating.   Derivatives  activities  had  grown  to 
at  least  $12.1  trillion  in  notional  amount  by  the  end  of  1992. 
This  growth  and  the  increasing  complexity  of  derivatives  reflect 
both  the  increased  demand  from  end-users  for  better  ways  to  manage 
their  financial  risks  and  the  innovative  capacity  of  the  financial 
services  industry  to  respond  to  market  demands. 

Because  of  derivatives  growth  and  increasing  complexity.  Congress, 
federal  regulators,  and  some  members  of  the  industry  are  concerned 
about  the  risks  derivatives  may  pose  to  the  financial  system, 
individual  firms,  investors,  and  U.S.  taxpayers.   These  concerns 
have  been  heightened  by  recent  reports  of  substantial  losses  by 
some  derivatives  end-users,  including  losses  totaling  in  the 
hundreds  of  millions  of  dollars  by  U.S.  firms.   The  largest  recent 
loss  reported  was  by  a  German  firm  that  involved  assistance  of  more 
than  $2  billion  from  about  120  banks. 

We  found  that  much  OTC  derivatives  activity  in  the  United  States  is 
concentrated  among  15  major  U.S.  dealers  that  are  extensively 
linked  to  one  another,  end-users,  and  the  exchange-traded  markets. 
For  example,  as  of  December  1992,  the  top  seven  domestic  bank  OTC 
derivatives  dealers  accounted  for  more  than  90  percent  of  total 
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U.S.  bank  derivatives  activity.   Similarly,  securities'  regulatory 
data  indicate  that  the  top  five  U.S.  securities  firms  dealing  in 
OTC  derivatives  accounted  for  about  87  percent  of  total  derivatives 
activity  for  all  U.S.  securities  firms.   Substantial  linkages  also 
exist  between  these  major  U.S.  derivatives  dealers  and  foreign 
derivatives  dealers.   For  example,  14  major  U.S.  OTC  derivatives 
dealers  reported  to  us  that  transactions  with  foreign  dealers 
represented  an  average  of  about  24  percent  of  their  combined 
derivatives  notional  amounts . 

This  combination  of  global  involvement,  concentration,  and  linkages 
means  that  the  sudden  failure  or  abrupt  withdrawal  from  trading  of 
any  of  these  large  U.S.  dealers  could  cause  liquidity  problems  in 
the  markets  and  could  also  pose  risks  to  the  others,  including 
federally  insured  banks  and  the  financial  system  as  a  whole. 
Although  the  federal  government  would  not  necessarily  intervene 
just  to  keep  a  major  OTC  derivatives  dealer  from  failing,  the 
federal  government  would  be  likely  to  intervene  to  keep  the 
financial  system  functioning  in  cases  of  severe  financial  stress. 
While  federal  regulators  have  often  been  able  to  keep  financial 
disruptions  from  becoming  crises,  in  some  cases  intervention  has 
and  could  result  in  a  financial  bailout  paid  for  or  guaranteed  by 
taxpayers . 

Primary  responsibility  for  effective  management  of  a  firms' 
financial  risks  rests  with  boards  of  directors  and  senior 
management.   A  system  of  strong  corporate  governance,  such  as  that 
required  under  the  FDIC  Improvement  Act  for  large  banks  and 
thrifts,  is  particularly  critical  for  managing  derivatives 
activities,  because  they  can  affect  the  financial  well-being  of  the 
entire  firm.   Until  recently,  however,  no  comprehensive  guidelines 
existed  against  which  boards  and  senior  managers  could  measure 
their  firms'  risk-management  performance.   In  1993  a  Group  of 
Thirty-sponsored  study  identified  improvements  that  were  needed  in 
derivatives  risk-management  and  recommended  benchmark  practices  for 
the  industry.   The  Office  of  the  Comptroller  of  the  Currency  and 
the  Federal  Reserve  also  issued  guidelines  for  the  banks  they 
oversee. 

Regulators  and  market  participants  said  improvements  in  risk- 
management  systems  have  already  been  made  as  a  result  of  the  Group 
of  Thirty  recommendations  and  federal  guidelines.   However,  we 
noted  that  no  regulatory  mechanism  exists  to  bring  all  major 
dealers  into  compliance  with  these  recommendations  and  guidelines. 
Further,  while  actions  the  major  dealers  have  reported  taking  are 
important,  the  federal  government  also  has  responsibility  for 
ensuring  that  safeguards  exist  to  protect  the  overall  financial 
system. 

Federal  regulators  have  begun  to  address  derivatives  activities 
through  a  variety  of  means,  but  significant  gaps  and  weaknesses 
exist  in  the  regulation  of  many  major  dealers.   For  example. 


74 


securities  regulators  have  limited  authority  to  regulate  the 
financial  activities  of  securities  firm  affiliates  that  conduct  OTC 
derivatives  activities.   Insurance  companies'  OTC  derivatives 
affiliates  are  subject  to  limited  state  regulation  and  have  no 
federal  oversight.   Yet  OTC  derivatives  affiliates  of  securities 
and  insurance  firms  constitute  a  rapidly  growing  component  of  the 
derivatives  markets .   The  growth  rate  of  OTC  and  exchange-traded 
derivatives  (only  combined  data  were  available)  was  100  percent  for 
Insurance  firms  and  77  percent  for  securities  firms,  compared  with 
41  percent  for  banks,  from  1990  through  1992.   In  contrast  to 
insurance  and  securities  regulators,  bank  regulators  have  authority 
to  supervise  all  the  financial  activities  of  banks  and  their 
holding  companies.   While  these  regulators  have  improved  their 
supervision  of  banks'  derivatives  activities,  their  approach  still 
has  weaknesses,  such  as  inadequate  regulatory  reporting 
requirements  and  insufficient  documentation  and  testing  of  internal 
controls  and  systems. 

Further  compounding  the  regulators '  problems  and  contributing  to 
the  lack  of  knowledge  by  investors,  creditors,  and  other  market 
participants  are  the  inadequate  rules  for  financial  reporting  of 
derivatives  activity.   We  found  that  accounting  standards  for 
derivatives,  particularly  those  used  for  hedging  purposes  by  end- 
users,  were  incomplete  and  inconsistent  and  have  not  kept  pace  with 
business  practices.   We  also  found  that  additional  disclosures  are 
needed  to  provide  a  clear  distinction  between  dealing,  speculative, 
and  hedging  activities,  and  to  quantify  interest  rate  and  other 
market  risks.   Insufficient  accounting  rules  and  disclosure  for 
derivatives  increase  the  likelihood  that  financial  reports  will  not 
fairly  represent  the  substance  and  risk  of  these  complex 
activities.   In  addition,  the  lack  of  rules  for  certain  products 
makes  it  likely  that  accounting  for  these  products  will  be 
inconsistent,  thereby  greatly  reducing  the  comparability  of 
financial  reports. 

We  believe  that  innovation  and  creativity  are  strengths  of  the  U.S. 
financial  services  industry  and  that  these  strengths  should  not  be 
eroded  or  forced  outside  the  United  States  by  excessive  regulation. 
However,  we  also  believe  the  regulatory  gaps  and  weaknesses  that 
presently  exist  must  be  addressed,  especially  considering  the  rapid 
growth  in  derivatives  activity.   The  issue  is  one  of  striking  a 
proper  balance  between  (1)  allowing  the  U.S.  financial  services 
industry  to  grow  and  innovate  and  (2)  protecting  the  safety  and 
soundness  of  the  nation's  financial  system.   Achieving  this  balance 
will  require  unprecedented  cooperation  among  U.S.  and  foreign 
regulators,  market  participants,  and  members  of  the  accounting 
profession. 

Given  the  gaps  and  weaknesses  that  impede  regulatory  preparedness 
for  dealing  with  a  financial  crisis  associated  with  derivatives,  we 
recommend  that  Congress  require  federal  regulation  of  the  safety 
and  soundness  of  all  major  U.S.  OTC  derivatives  dealers.   The 
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immediate  need  is  for  Congress  to  bring  the  currently  unregulated 
OTC  derivatives  activities  of  securities  and  insurance  firm 
affiliates  under  the  purview  of  one  or  more  of  the  existing  federal 
financial  regulators  and  to  ensure  that  derivatives  regulation  is 
consistent  and  comprehensive  acroas  regulatory  agencies.   We  also 
recommend  that  the  financial  regulators  take  specific  actions  to 
improve  their  capabilities  to  oversee  OTC  activities  and  to 
anticipate  or  respond  to  any  financial  crisis  involving 
derivatives.   Our  recommendations  also  address  the  critical  roles 
of  the  boards  of  directors  and  senior  managements  of  the  major 
derivatives  dealers  and  end-users  and  the  need  for  improved 
accounting  standards  and  disclosure  requirements  for  derivatives 
activities . 

While  our  recommendations  address  regulatory  gaps  and  weaknesses  in 
the  context  of  the  current  regulatory  system,  the  nature  of 
derivatives  activities  clearly  demonstrates  that  this  system  has 
not  kept  pace  with  the  dramatic  and  rapid  changes  that  are 
occurring  in  domestic  and  global  financial  markets.   Banking, 
securities,  futures,  and  insurance  are  no  longer  separate  and 
distinct  industries  that  can  be  well  regulated  by  the  existing 
patchwork  quilt  of  federal  and  state  agencies.   Therefore,  we  also 
recommend  that  Congress  begin  to  systematically  address  the  need  to 
revamp  and  modernize  the  entire  U.S.  regulatory  system. 


Mr.  Chairman,  this  concludes  my  prepared  statement.   We  will  be 
pleased  to  answer  questions . 


(Attachment  follows:) 


76 


^"•r'^'^  ■ United  States  General  Accounting  Office 


Report  to  Congressional  Requesters 


May  1994 


FINANCIAL 
DERIVATIVES 

Actions  Needed  to 
Protect  the  Financial 
System 


GA^q/GGD-94-133 


77 


GAO 


United  States 

General  Accounting  OCBce 

Washington,  D.C.  20548 
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Ranking  Minority  Member 

Committee  on  Banking,  Housing, 
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United  States  Senate 

The  Honorable  Patrick  J.  Leahy 

Chairman 
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B-257099 

The  Honorable  E.  (Kika)  de  la  Garza 

Chairman 

The  Honorable  Pat  Roberts 

Ranking  Minority  Member 

Committee  on  Agriculture 

House  of  Representatives 

The  Honorable  Robert  F.  (Bob)  Smith 
House  of  Representatives 

TTus  report  responds  to  requests  concerning  derivative  products.  Our  objectives  were  to 
determine  (1)  what  the  extent  and  nature  of  derivatives  use  was,  (2)  what  risks  derivatives 
might  pose  to  individual  firms  and  to  the  financial  system  and  how  firms  and  regulators  were 
attempting  to  control  these  risks,  (3)  whether  gaps  and  incoraistencies  existed  in  U.S. 
regulation  of  derivatives,  (4)  whether  existing  accounting  rules  resulted  in  financial  reports  that 
provided  market  participants  and  investors  adequate  information  about  firms'  use  of 
derivatives,  and  (5)  what  the  implications  of  the  international  use  of  derivatives  were  for  U.S. 
regulations. 

We  are  sending  copies  of  this  report  to  other  appropriate  congressional  committees  and 
executive  branch  agencies,  including  the  Secretary  of  the  Treasury,  the  Chairman  of  the 
Securities  and  Exchange  Commission,  the  Acting  Chairman  of  the  Commodity  Futures  Trading 
Commission,  the  Chairman  of  the  Federal  Reserve  Board,  the  Comptroller  of  the  Currency,  the 
Acting  Chairman  of  the  Federal  Deposit  Insiu-ance  Corporation,  and  the  Acting  Director  of  the 
Office  of  Thrift  Supervision  and  other  interested  parties.  We  will  also  make  copies  available  to 
others  on  request 

This  report  was  prepared  under  the  direction  of  James  L  Bothwell,  Director,  Financial 
Institutions  and  Markets  Issues,  who  may  be  reached  on  (202)  512-8678  if  you  or  your  offices 
have  any  questions.  M^or  contributors  are  listed  in  j^jpendix  VI. 


eU^s^ 


Charles  A.  Bowsher 
Comptroller  General 
of  the  United  States 
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Purpose 


Severe  financial  shocks  of  the  1980s — the  1987  market  crash;  the  savings 
and  loan  crisis;  and  the  failures  of  m^or  banks,  securities  firms,  and 
insurance  companies — cost  billions  of  dollars.  As  part  of  an  effort  to  better 
anticipate  and  prevent  future  financial  crises.  Congress  and  federal 
regulators  have  focused  on  the  increasing  use  of  financial  products  known 
as  derivatives.  Derivatives  have  enabled  commercial  corporations, 
governments,  financial  firms,  and  other  institutions  in  the  United  States 
and  worldwide  to  reduce  their  exposure  to  fluctuations  in  interest  rates, 
currency  exchange  rates,  and  the  prices  of  equities  and  commodities. 
Derivatives  also  have  enabled  users  to  reduce  funding  costs  and  speculate 
on  changes  in  market  rates  and  prices.  The  market  value  of  a  derivatives 
contract  is  derived  from  a  reference  rate,  index,  or  the  value  of  an 
underlying  asset — hence  the  term  "derivative."' 


Congress,  federal  regulators,  and  some  market  participants  were 
concerned  that  knowledge  of  how  to  manage  and  oversee  risks  associated 
with  derivatives  may  not  have  kept  pace  with  their  increased  use.  These 
concerns  have  been  heightened  by  recent  reports  of  msyor  losses  from 
derivatives  use.  gag's  principal  objectives  were  to  determine  (1)  what  risks 
derivatives  might  pose  to  individual  firms  jmd  to  the  financial  system  and 
how  films  and  regulators  were  attempting  to  control  these  risks, 
(2)  whether  g^s  and  inconsistencies  existed  in  U.S.  regulation  of 
derivatives,  (3)  whether  existing  accounting  rules  resulted  in  financial 
reports  that  provided  market  participants  and  investors  adequate 
information  about  firms'  use  of  derivatives,  and  (4)  what  the  implications 
of  the  international  use  of  derivsitives  were  for  U.S.  regulation. 


Background 


In  the  past  2  decades,  fundamental  changes  in  global  financial 
markets — particularly  the  increased  volatility  of  interest  rates  and 
currency  exchange  rates — prompted  a  number  of  public  and  private 
institutions  to  develop  and  use  derivatives.  Derivatives  use  was 
accelerated  by  the  continuing  globalization  of  commerce  and  financial 
markets  and  by  m^yor  advances  in  finance,  information  processing,  and 
communications  technology. 


The  best  available  data  indicate  that  the  total  volume  of  worldwide 
derivatives  outstanding  as  of  year-end  1992  was  at  least  $12. 1  trillion  in 
terms  of  the  notional,  or  principal,  amount  of  derivatives  contracts.  The 
notional  amount  is  one  way  that  derivatives  activity  is  measured.  However, 

'The  underlying  assets,  rates,  and  indexes  that  determine  the  value  of  derivatives  include  stocks, 
bonds,  conunodities,  interest  rates,  foreign  currency  exchange  rates,  and  indexes  that  reflect  the 
collective  value  of  underlying  financial  products. 
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it  is  not  a  meaningful  measiure  of  the  actual  risk  involved.  The  actual 
amounts  at  risk  for  many  derivative  products  vary  both  by  the  type  of 
product  and  the  type  of  risk — credit,  market,  legal,  or  operational.  For 
example,  derivatives  credit  risk  is  the  exposure  to  the  possibility  of  loss 
resulting  from  a  counterparty's  failure  to  meet  its  financial  obligations. 
Gross  credit  risk  for  14  mjuor  U.S.  financial  institutions  that  responded  to 
a  GAO  survey  was  $1 14  billion,  or  1.8  percent  of  their  $6.&-trillion  notional 
amount,  as  of  year-end  1992. 

Other  kinds  of  risk  can  be  more  difficult  to  measure  than  credit  risk  and 
can  also  result  in  significantly  larger  exposures  for  firms  depending  on  the 
type  of  product  and  the  way  it  is  used.  Because  of  the  numerous 
combinations  of  products  and  types  of  risks,  no  single  measure  exists  that 
reflects  the  actual  amount  at  risk  fi-om  derivatives  activities. 

But  firms  that  use  derivatives  can  sustain  significant  losses.  For  example, 
in  late  1993,  the  U.S.  subsidiary  of  a  large  German  commodities  firm 
reportedly  incurred  m^or  losses  on  various  derivatives  contracts  related 
to  oil  prices.  Financial  assistance  reportedly  involving  more  than  120 
international  banks  and  about  $2  billion  was  needed  to  resolve  the  crisis. 
Poor  operations  controls  were  reportedly  responsible  for  allowing  the 
losses  at  this  firm  to  grow  to  such  levels.  Reports  are  also  beginning  to 
appear  about  imanticipated  derivatives  losses  totaling  in  the  hundreds  of 
rnillions  of  dollars  by  some  U.S.  firms. 

The  four  basic  types  of  derivative  products  that  gag  focused  on  were 
forwards,  futures,  options,  and  swaps.  These  basic  products  can  be 
combined  to  create  more  complex  derivatives.  As  shown  in  table  1,  some 
basic  derivatives  are  standardized  contracts  traded  on  exchanges.  Others 
are  customized  contracts  that  include  negotiated  terms,  such  as  amounts, 
payment  timing,  and  interest  or  currency  rates.  When  contracts  are  not 
traded  on  an  exchange,  they  are  called  over-the-counter  (ore)  derivatives. 
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Table  1:  The  Four  Major  Types  of  Derivatives 


Derivatives       Market 


Definition 


Example 


Forwards  OTC  markets  for 

customized  contracts 


Forwards  and  futures  obligate  the  tiolder 
to  buy  or  sell  a  specific  amount  or  value  of 
an  underlying  asset,  reference  rate,  or 
index  at  a  specified  price  on  a  specified 
future  date. 


A  U.S.  importer  promises  to  buy 
machinery  at  a  future  date  for  a  price 
quoted  in  German  currency.  The  importer 
can  use  a  fonward  contract — or  a  futures 
contract,  if  one  is  available  that  meets  the 
firm's  needs — to  fix  the  dollar  cost  of 
converting  to  German  currency  at  that 
future  date.  Thus,  the  importer  avoids  a 
loss  if  the  dollar  cost  of  German  currency 
increases  between  the  purchase  and 
delivery  dates. 


Futures  Organized  exchanges 

primarily  for 
standardized  contracts 


Options 


OTC  and  exchanges 


Options  contracts  grant  their  purchasers 
the  right  but  not  the  obligation  to  buy  or 
sell  a  specific  amount  of  the  underlying  at 
a  particular  price  within  a  specified  period. 


A  mutual  fund  buys  an  option  on  a  giv^^n 
amount  of  Treasury  bills.  The  fund  will 
benefit  if  the  price  of  the  Treasury  bills 
moves  in  a  favorable  direction.  If  the  price 
moves  in  an  unfavorable  direction,  the 
fund  will  not  recover  the  option's  price. 


Swaps 


OTC 


Swaps  are  agreements  between 
counterparties  to  make  periodic  payments 
to  each  other  for  a  specified  period.  In  a 
simple  interest  rate  swap,  one  party 
makes  payments  based  on  a  fixed  interest 
rate,  while  the  counterparty  makes 
payments  based  on  a  variable  rate.  The 
contractual  payments  are  based  on  a 
notional  amount  that  for  interest  rate 
swaps  is  never  actually  exchanged. 


A  bank  has  a  portfolio  of  loans  whose 
floating  rates  must  t>e  adjusted  frequently 
because  they  are  tied  to  changes  in 
market  interest  rates.  The  bank  also  has 
deposits  that  pay  customers  at  rates  that 
are  adjusted  infrequently.  This  bank  has 
interest  rate  risk,  bacause  a  decline  in 
interest  rales  reduces  the  interest  receipts 
on  its  loans  but  not  the  interest  payments 
the  bank  must  pay  depositors.  The  bank 
may  enter  into  an  interest  rate  swap  with 
another  financial  institution  to  hedge  its 
interest  rate  risk. 


Source;  GAO. 

Participants  in  derivatives  markets  include  end-users  and  dealers.  Firms 
that  use  derivatives  to  manage  (hedge)  their  financial  risks  or  to  speculate 
are  called  end-users.  They  include  financial  institutions,  commercial  fiirms, 
mutual  and  pension  fimds,  and  some  government  entities. 
Dealers — usuaUy  large  banks,  securities  firms,  insurance  companies,  or 
their  affiliates — can  use  derivatives  for  the  same  purposes  as  end-users, 
but  as  dealers,  they  also  earn  income  by  meeting  the  demand  for 
derivatives.  To  the  extent  that  dealers  are  willing  to  buy  or  sell  derivatives, 
they  provide  liquidity  to  the  ore  markets.  In  Uquid  markets,  a  large  number 
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of  contracts  can  be  entered  into  easily,  without  unduly  affecting  market 
and  price  stability. 

Thousands  of  institutions  use  derivatives,  but  OTC  dealing  activity  is 
concentrated  among  a  relatively  few  financial  firms  worldwide.  U.S.  bank 
regulatory  data  on  the  notional  amount  of  derivatives  contracts  indicate 
that  as  of  December  1992,  the  top  seven  domestic  bank  ore  derivatives 
dealers  accounted  for  more  than  90  percent  of  total  U.S.  bank  derivatives 
activity.  Similarly,  securities'  regulatory  data  indicate  that  the  top  five  U.S. 
securities  firms  dealing  in  OTC  derivatives  accounted  for  about  87  percent 
of  total  derivatives  activity  for  all  U.S.  securities  firms.  U.S.  dealers  were  a 
msyor  part  of  world  acti\ity  and,  according  to  industry  sources,  accounted 
for  about  half  of  the  total  volume  of  ore  derivatives  activity  worldwide. 

General  types  of  controls  over  risks  associated  with  derivatives  activities 
include  management  and  regulatory  controls.  Management  controls 
include  the  oversight  efforts  of  firms'  boards  of  directors  and  senior 
management  The  boards  and  senior  managers  are  primarily  responsible 
for  ensuring,  with  the  assistance  of  audit  committees  and  extemsd 
auditors,  the  effectiveness  of  their  institutions'  derivatives 
risk-management  systems.  Regulatory  controls  include  requirements  for 
information  reporting,  capital,  and  examinations.  Consistent,  reliable,  and 
complete  financial  reporting  of  derivatives  activities  provides  for  both 
effective  management  and  regulatory  oversight 

GAG  focused  this  report  on  derivatives  but  recognizes  that  many  of  the 
issues  addressed  by  the  report,  such  as  risk  management  and  corporate 
governance,  have  broader  application  to  firms'  overall  activities. 

Results  in  Brief  Derivatives  serve  an  important  function  in  the  global  financial 

marketplace,  providing  end-users  with  opportunities  to  better  manage 
financial  risks  associated  with  their  business  transactions.  The  rapid 
growth  and  increasing  complexity  of  derivatives  reflect  both  the  increased 
demand  fi'om  end-users  for  better  ways  to  manage  their  financial  risks  and 
the  innovative  capacity  of  the  financial  services  industry  to  respond  to 
market  demands.  However,  Congress,  federal  regulators,  and  some 
members  of  the  industry  are  concerned  about  these  products  and  the  risks 
they  may  pose  to  the  financial  system,  individual  firms,  investors,  and  U.S. 
taxpayers.  These  concerns  have  been  heightened  by  recent  reports  of 
substantial  losses  by  some  derivatives  end-users. 
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Derivatives  activities  arc  i-z^idly  expanding  and  increasingly  affected  by 
the  globalization  of  conunerce  and  financial  markets.  Much  OTC  derivatives 
activity  in  the  United  States  is  concentrated  among  15  m^or  U.S.  dealers 
that  are  extensively  linked  to  one  another,  end-users,  and  the 
exchange-traded  markets.  This  combination  of  global  involvement, 
concentration,  and  linkages  means  that  the  sudden  failure  or  abrupt 
withdrawal  from  trading  of  any  of  these  large  dealers  could  cause  liquidity 
problems  in  the  markets  and  could  also  pose  risks  to  the  others,  including 
federally  insured  banks  and  the  fiitancial  system  as  a  whole.  Although  the 
federal  govenunent  would  not  necessarily  intervene  just  to  keep  a  mjyor 
ore  derivatives  dealer  from  failing,  the  federal  government  would  be  likely 
to  intervene  to  keep  the  financial  system  functioning  in  cases  of  severe 
financial  stress.  While  federal  regulators  have  often  been  able  to  keep 
financial  disruptions  from  becoming  crises,  in  some  cases  intervention  has 
and  could  result  in  industry  loans  or  a  financial  bailout  paid  for  by 
ta:q)ayers. 

GAO  found  that  no  comprehensive  industry  or  federal  regulatory 
requirements  existed  to  ensure  that  U.S.  OTC  derivatives  dealers  followed 
good  risk-management  practices.  Strong  corporate  governance  is  critical 
to  the  success  of  any  risk-management  system  but  is  particularly  crucial 
for  managing  potentially  volatile  derivatives  activities.  Primary 
responsibility  for  risk  management  rests  with  boards  of  directors  and 
senior  management  Until  recenUy,  no  comprehensive  guidelines  existed 
against  which  firms  could  measure  their  risk-management  performance. 
The  Group  of  Thirty^  sponsored  a  study  that  recommended  benchmark 
risk-management  practices  for  the  industry.'  The  study  indicated  that  not 
all  industiy  participants  were  following  those  practices.  Regulators  have 
recently  issued  guidelines  for  certain  bank  dealers,  and  both  regulators 
and  market  participants  said  improvements  in  risk-management  systems 
have  already  been  made  as  a  result  of  these  recommendations  and 
guidelines.  However,  gao  noted  that  no  regulatory  mechanism  existed  to 
bring  all  m^or  ore  dealers  into  compliance  with  them. 

GAO  also  noted  that  in  such  a  rapidly  growing  and  dynamic  industry,  new 
participants  are  likely  to  enter  the  market  Some  of  these  new  entrants 
may  not  be  as  knowledgeable  as  present  dealers  or  may  take  on 
unwarranted  risk  in  an  attempt  to  gain  market  share  or  increase  profits.  In 
either  case,  systemic  risk  could  increase.  Each  of  the  15  m^or  U.S.  OTC 


*rhe  Group  of  Thirty  is  an  international  flnanml  policy  organization  whose  members  include 
representatives  of  central  banks,  International  banks  and  securities  firms,  and  academia. 

'Derivatives  Practices  and  Principles.  The  Group  of  Thirty  (Washington,  D.C.;  July  1993). 
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derivatives  dealers  gao  visited  has  reported  making  considerable 
investments  in  its  risk-management  systems.  While  the  m^or  dealers  have 
reported  taking  actions  to  improve  their  risk-management  systems,  gao 
believes  that  the  federal  government  also  has  responsibility  for  ensuring 
that  safeguards  exist  to  protect  the  financial  system. 


Federal  regulators  have  begun  to  address  derivatives  activities  through  a 
variety  of  means,  but  significant  gaps  and  weaknesses  exist  in  the 
regulation  of  many  major  OTC  derivatives  dealers.  For  example,  securities 
regulators  have  limited  authority  to  oversee  the  financial  activities  of 
securities  firm  affiliates  that  conduct  the  OTC  derivatives  activities. 
Insurance  companies'  ore  derivatives  affiliates  are  subject  to  limited  state 
regulation  and  have  no  federal  oversight  Yet  OTC  derivatives  affiliates  of 
securities  and  insurance  firms  coi»stitute  a  rapidly  growing  component  of 
the  derivatives  markets.  In  contrast,  bank  regulators  have  authority  to 
supervise  all  the  financial  activities  of  bai\ks  and  their  holding  companies. 
While  these  regulators  have  improved  their  supervision  of  banks' 
derivatives  activities,  their  approach  still  has  weaknesses,  such  as 
insufficient  regulatory  reporting  requirements  and  inadequate 
documentation  and  testing  of  internal  controls. 

Further  compounding  the  regulators'  problems  and  contributing  to  the 
lack  of  knowledge  by  investors,  creditors,  and  other  market  psuticipants 
are  inadequate  rules  for  financial  reporting  of  derivatives  activity,  gao 
found  that  accounting  standards  for  derivatives,  particularly  those  used 
for  hedging  purposes  by  end-users,  were  incomplete  and  inconsistent  and 
have  not  kept  pace  with  business  practices.  Insufficient  accounting  rules 
for  derivatives  increase  the  likelihood  that  financial  reports  will  not  fairly 
represent  the  substance  and  risk  of  these  complex  activities.  In  addition, 
the  lack  of  rules  for  certain  products  makes  it  likely  that  accounting  for 
these  products  will  be  inconsistent,  thereby  greatly  reducing  the 
comparability  of  financial  reports. 

GAO  believes  that  iimovation  and  creativity  are  strengths  of  the  U.S. 
financial  services  industry  and  that  these  strengths  should  not  be  eroded 
by  excessive  regulation.  However,  GAO  also  believes  the  regulatory  gaps 
and  weaknesses  that  presently  exist  must  be  addressed,  especially 
considering  the  rapid  growth  in  derivatives  activity.  The  issue  is  one  of 
striking  a  proper  balance  between  (1)  allowing  the  U.S.  fii\ancial  services 
industry  to  grow  and  innovate  and  (2)  protecting  the  safety  and  soundness 
of  the  nation's  financial  system.  Achieving  this  balance  will  require 
unprecedented  cooperation  among  U.S.  and  foreign  regulators,  market 
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participants,  and  members  of  the  accounting  profession,  gao  makes 
recommendations  designed  to  help  Congress,  the  regulators,  and  the 
industry  address  this  issue. 


Principal  Findings 


Derivatives  Risk 
Management  Requires 
Comprehensive  Oversight 


The  risks  posed  by  derivatives  use  include  (1)  credit  risk  (as  defined 
earlier);  (2)  market  risk  (adverse  movements  in  the  price  of  a  financial 
asset  or  commodity);  (3)  legal  risk  (an  action  by  a  court  or  by  a  regulatory 
or  legislative  body  that  could  invalidate  a  financial  contract);  and 
(4)  operations  risk  (inadequate  controls,  deficient  procedures,  human 
error,  system  failure,  or  fraud).  These  general  types  of  risk  exist  for  many 
financial  activities,  but  the  specific  risks  in  derivatives  activities  are 
relatively  difficult  to  manage,  in  part,  because  of  the  complexity  of  some  of 
these  products  and  the  difficulties  in  measuring  these  risks.  For  example, 
because  derivatives  might  be  used  in  coryunction  with  other  assets  and 
Uabihties,  measuring  the  extent  of  market  risks  of  derivative  products 
alone  is  not  sufficient  to  understand  firms'  total  market  risk. 


Regulatory  examinations  of  the  m^or  bank  dealers  that  were  done  fi^om 
1990  through  1992  identified  some  serious  weaknesses  in  these  dealers' 
risk-management  systems,  such  as  failure  to  set  or  follow  risk  limits.  The 
July  1993  Group  of  Thirty  report  recommended  derivatives 
risk-management  practices  that  boards  of  directors  and  senior  managers 
could  use  as  benchmarks  against  which  to  measure  their  firms' 
improvements  in  risk-management  practices.  A  survey  of  80  dealers  that 
was  done  as  part  of  the  report  indicated  that  the  risk-management  systems 
of  these  dealers  did  not  conform  with  all  of  the  report's  recommendations. 
However,  the  report  indicated  that  mzyor  dealers  followed  the 
recommended  practices  more  completely  than  did  other  firms. 
Subsequently,  the  Office  of  the  Comptroller  of  the  Currency  and  the 
Federal  Reserve  issued  guidance  on  risk-management  practices  for  the 
banks  they  supervise  that  was  consistent  with  the  Group  of  Thirty 
recommendations.  Regulators  and  the  15  m^or  ore  dealers  gag  visited 
said  that  improvements  in  risk-management  systems  have  been  made  in 
response  to  both  the  Group  of  Thirty  recommendations  and  bank 
guidance.  However,  gag  noted  that  the  Group  of  Thirty  recommendations 
did  not  have  the  force  of  regulation  and  the  bank  guidance  only  applied  to 
certain  banks. 
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Boards  of  directors,  senior  managers,  audit  committees,  and  external 
auditors  all  have  important  roles  in  ensuring  that  derivatives  risks  are 
managed  effectively.  Prior  gao  work  showed  wejik  corporate  governance 
systems  were  a  common  feature  of  failed  financial  institutions.  Congress 
recognized  this  weakness  in  enacting  the  Federal  Deposit  Insurance 
Corporation  Improvement  Act  of  1991  (fdicia),  which  required 
management  of  large  banks  and  thrifts  to  perform  annual  comprehensive 
assessments  of  their  internal  control  systems  for  financial  reporting  and 
establish  independent  audit  committees.  It  also  required  external  auditors 
to  report  on  managements'  assessments. 


FDICIa's  requirements  do  not  apply  to  all  mjuor  dealers  and  end-users  of 
complex  derivative  products.  Nonetheless,  strong  internal  control  systems; 
independent,  knowledgeable  audit  committees;  and  public  reporting  on 
internal  controls  are  critical  to  firms  engaged  in  complex  derivatives 
activities  and  should  play  an  important  role  in  ensuring  sound  financial 
operations  and  protectingshareholder  interests  of  these  firms.  Thus,  gao 
encourages  the  boards  of  directors  of  m^or  dealers  and  end-users  of 
derivatives  that  have  not  already  done  so  to  establish  and  implement  these 
improvements. 


Regulatory  Gaps  Heighten 
Systemic  Risk 


Basic  regulatory  controls  did  not  exist  for  many  msyor  U.S.  ore  derivatives 
dealers,  as  shown  in  table  2.  For  example,  banks — but  not  securities  or 
insurance  firm  affiliates — were  subject  to  regulatory  examinations.  In 
addition,  msuor  U.S.  OTC  derivatives  dealers  that  were  affiliates  of 
securities  and  insurance  firms  were  not  required  to  hold  a  specific  amount 
of  capital  to  cushion  against  potential  derivatives-related  losses.  In 
contrast,  banks  that  were  ore  derivatives  dealers  had  capital  requirements. 
Further,  only  bai\ks  and  securities  firm  affiliates  were  required  to  submit 
information  routinely  on  derivatives  activities.  But  this  information  was 
submitted  quarterly  and  did  not  include  comprehensive  counterparty 
concentrations  or  sufficient  detail  on  the  type  and  amount  of  derivatives 
earnings. 
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Table  2:  U.S.  Regulatory  Oversight  of  OTC  Derivatives  Activities  of  Financial  Institutions  and  Financial  Institution  Affiliates 
as  of  April  1 994 


Type  of  institution 


Examination  requirements 


Capital  requirements 


Reporting  requirements 


Banks 


Banks  are  subject  to  annual 
examinations.  Those  major 
OTC  derivatives  dealers 
regulated  by  the  Office  of  the 
Comptroller  of  the  Currency  are 
subject  to  continuous  on-site 
examinations. 


For  credit  risk,  banks  are  to 
hold  capital  against  their 
derivatives'  positions  equal  to  8 
percent  of  the  adjusted  value  of 
their  positions.  The  adjustments 
serve  to  reduce  required 
capital,  depending  on  the  type 
of  counterparty  and  the 
maturity  of  the  contract.  Since 
March  1994.  these  firms  also 
must  hold  at  least  3  percent  of 
the  unadjusted  replacement 
cost  of  certain  contracts. 


Banks  are  to  report  quarterly 
their  total  derivatives  notional 
amounts  by  product  type.  They 
also  are  to  report  the  total 
gross  replacement  cost  of 
these  positions.  Reporting  on 
individual  counterparty  credit 
exposures  is  not  required,  but 
the  exposures  may  be 
reviewed  by  regulatory  staff 
during  periodic  examinations. 


Securities  firm  affiliates 


None. 


IMone. 


Since  October  1992,  securities 
firm  affiliates  have  been 
required  to  report  quarterly 
their  total  derivatives  notional 
amounts  by  product  type.  They 
also  were  to  report  the  total 
gross  replacement  cost  of 
those  positions.  Information  on 
individual  counterparty  credit 
exposures  is  to  be  reported 
only  when  exposures  are 
above  a  certain  threshold. 


Insurance  firm  affiliates 


None. 


None. 


Insurance  firm  affiliates' 
financial  information  is 
consolidated  with  parent 
company  reports. 


Source:  GAO. 

The  largely  unregulated  activities  of  U.S.  ore  derivatives  dealers  that  are 
affiliates  of  securities  and  insurance  companies  have  been  growing 
rapidly.  As  of  their  fiscal  year-end  1992,  the  five  mjuor  securities  firms  and 
three  insurance  companies  whose  affiliates  had  the  highest  dollar  amount 
in  derivatives  outstanding  accounted  for  about  30  percent  of  the  U.S.  OTC 
dealers'  total  volume,  while  banks  accounted  for  about  70  percent. 
However,  the  growth  rate  of  OTC  and  exchange-traded  derivatives  fi'om 
1990  through  1992  was  100  percent  for  insurance  firms  and  77  percent  for 
securities  firms,  compared  with  41  percent  for  banks. 

If  one  of  these  large  OTC  dealers  failed,  the  failure  could  pose  risks  to  other 
firms — including  federally  insured  depository  institutions — and  the 
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financial  system  as  a  whole.  Financial  linkages  among  firms  and  markets 
could  heighten  this  risk.  Derivatives  clearly  have  expanded  the  financial 
linkages  among  the  institutions  that  use  them  and  the  markets  in  which 
they  trade.  Various  studies  of  the  October  1987  market  crash  showed 
linkages  between  markets  for  equities  and  their  derivatives.  According  to 
those  studies,  prices  in  the  stock,  options,  and  futures  markets  were 
related,  so  that  disruptions  in  one  were  associated  with  disruptions  in  the 
others. 

The  concentration  of  OTC  derivatives  activities  among  a  relatively  few 
dealers  could  also  heighten  the  risk  of  liquidity  problems  in  the  OTC 
derivatives  markets,  which  in  turn  could  pose  risks  to  the  financial  system. 
Because  the  same  relatively  few  m^Oor  OTC  derivatives  dealers  now 
account  for  a  large  portion  of  trading  in  a  number  of  markets,  the  abrupt 
failure  or  withdrawal  fi'om  trading  of  one  of  these  dealers  could 
undermine  stability  in  several  markets  simultaneously,  which  could  lead  to 
a  chain  of  market  withdrawals,  possible  firm  failures,  and  a  systemic 
crisis.  The  federal  government  would  not  necessarily  intervene  just  to 
keep  a  m^or  ore  derivatives  dealer  fi-om  failing,  but  to  avert  a  crisis,  the 
Federal  Reserve  may  be  required  to  serve  as  lender  of  last  resort  to  any 
m^or  U.S.  OTC  derivatives  dealer,  whether  regulated  or  unregulated.  Two 
past  miuor  financial  disruptions  have  already  shown  liquidity  problems 
involving  securities,  foreign  exchange,  and  derivatives  markets — the  1987 
market  crash  and  the  1992  turmoil  in  European  currency  markets. 


Accounting  Principles  for 
Derivatives  Have  Not  Kept 
Pace  With  Business 
Practices 


Generally  Accepted  Accounting  Principles  are  not  adequate  to  ensure 
-reliable  and  consistent  financial  reporting  of  derivatives  activities.  In 
particular,  accounting  rules  for  hedging  activities  are  incomplete  and 
inconsistent  Thus,  investors,  market  participants,  and  regulators  may  lack 
reliable  information  on  which  to  base  investment  and  business  decisions 
and  regulatory  actions.  In  the  absence  of  accounting  rules  for  certain 
derivatives,  accounting  practices  of  derivatives  market  participants  have 
been  stu^d  by  common  industry  practice  and  the  ad^tadon  of  existing 
rules  for  similar  products.  This  af)ptoach  to  accounting  for  derivatives  is 
likely  to  result  in  in^propriate  and  inconsistent  financial  reporting  of 
derivatives  activities,  especially  reporting  of  hedging  activities  by 
end-users. 


To  address  concerns  about  the  extent  and  nature  of  the  use  of  derivatives 
and  other  financial  ii\struments,  the  Financial  Accounting  Standards  Board 
(fasb)  issued  two  disclosure  standards.  These  standards  require  disclosure 
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of  certain  risks  involved  in  holding  financial  instruments  and  the  fair  value 
of  these  instruments.  Because  of  the  limitations  of  the  existing  standards, 
FASB  recently  proposed  a  third  standard,  which  is  intended  to  require  more 
specific  and  comprehensive  disclosures  about  derivatives  activities.  This 
proposed  standard  is  an  improvement  over  existing  disclosure 
requirements.  However,  additional  disclosures  would  provide  financial 
statement  users  a  more  complete  understanding  of  derivatives  activities. 
While  disclosure  does  provide  important  information  about  derivatives 
activities  and  associated  risks,  it  is  no  substitute  for  accounting  standards 
that  promote  reliable  and  consistent  financial  reporting. 

FASB  recognizes  the  need  for  comprehensive  accounting  standsu-ds  for 
derivatives  and  other  financial  instruments.  Fasb  began  work  in  1986  to 
provide  comprehensive  accounting  standards  for  the  recognition  and 
measurement  of  these  instruments  and  has  made  progress  in  developing 
standards  for  certain  financial  instruments.  However,  progress  on  the 
development  of  proposed  standards  for  derivatives  has  been  slow,  in  part, 
because  of  the  complexity  and  diversity  of  some  derivative  products  and 
particularly  because  of  controversy  over  how  to  account  for  products  used 
for  hedging  purposes,  fasb  has  been  unable  to  reach  agreement  on  basic 
accounting  questions  that  must  be  resolved  before  meaningful  progress 
can  be  made  to  develop  accounting  rules  for  derivatives. 

FASB  has  discussed  market  value  accounting  as  a  means  to  resolve  many  of 
the  derivatives  hedge  accounting  issues  it  faces.  While  gag  believes  that 
market  value  accounting  is  ultimately  the  best  solution  to  accounting  for 
all  financial  instruments,  including  derivatives,  gag  also  recognizes  that 
the  adoption  of  a  new  accounting  model  such  as  this  is  likely  to  take  some 
time.  Because  time  is  critical  for  providing  authoritative  accounting  rules 
for  derivatives,  it  may  not  be  feasible  to  strive  toward  comprehensive 
market  value  accounting  in  the  short  term.  However,  market  value 
accounting  should  be  fasb's  ultimate  objective. 


The  Protection  of 
Internationally  Linked 
Financial  Systems 
Requires  Coordinated 
International  Efforts 


The  interrelationships  among  ore  derivatives  dealers  and  markets 
worldwide  increase  the  likelihood  that  a  crisis  involving  derivatives  will  be 
global,  gag's  analysis  of  publicly  reported  information  indicated  that 
financial  institutions  woridwide  with  the  largest  derivatives  volumes,  in 
terms  of  notional  amounts,  included  firms  from  11  countries.  The  highest 
volume  firms  were  fi-om  France,  Switzerland,  the  United  Kingdom,  and  the 
United  States.  These  firms  were  also  actively  conducting  derivatives 
activities  in  markets  outside  their  own  countries.  Data  provided  to  gag  by 
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14  msuor  U.S.  dealers  indicated  that  an  average  of  about  24  percent  of  their 
OTC  derivatives  volume  represented  transactions  writh  foreign  dealers  as  of 
year-end  1992. 

The  m^or  otc  derivatives  dealers  in  the  countries  included  in  gao's  review 
were  subject  to  varying  types  of  regulatioa  With  many  different  regulatory 
a(>proaches,  strengtheiung  U.S.  derivatives  regulation  without 
coordinating  and  harmonizing  related  actions  with  foreign  countries  poses 
at  least  two  risks.  First,  U.S.  financial  ir\stitutions  would  remain  vulnerable 
to  a  crisis  thait  began  abroad  and  spread  to  the  Uruted  States  as  a  result  of 
the  global  linkages  among  financial  ir\stitutions  and  markets.  Second, 
regidation  that  market  participants  viewed  as  too  severe  could  cause  firms 
to  move  their  derivatives  activities  outside  of  the  Uiuted  States.  However, 
coordinating  and  harmonizing  regulation  worldwide  has  been  difficult  to 
achieve.  The  United  States  should  continue  its  leading  role  in  bringing 
greater  harmoruzation  to  international  regulation  of  financial  activities, 
including  derivatives. 


Recommendations 


Recommendations  to 
Congress 


Given  the  weaknesses  and  gj^s  that  impede  regulatory  preparedness  for 
dealing  with  a  crisis  associated  with  derivatives,  gao  recommends  that 
Congress  require  federal  regulation  of  the  safety  and  soundness  of  all 
m^or  U.S.  OTC  derivatives  dealers.  Regulators  should  attempt  to  prevent 
financial  disruptions  from  turning  into  crises  and  resolve  crises  to 
minimize  risks  to  the  financial  system.  Thus,  firms  that  become  ii^solvent 
should  be  allowed  to  fail  but  to  do  so  in  an  orderly  fashion. 

The  immediate  need  is  for  Congress  to  bring  the  currently  uiu-egulated  ore 
derivatives  activities  of  securities  firm  and  insurance  company  affiliates 
under  the  purview  of  one  or  more  of  the  existing  federal  financial 
regulators  and  to  ensure  that  derivatives  regulation  is  consistent  and 
comprehei\sive  across  regulatory  agencies.  This  could  be  done  in  several 
ways.  For  example,  one  legislative  proposal  would  accomplish  this  goal  by 
assigning  the  responsibibty  for  the  unregulated  entities  to  the  Securities 
and  Exchange  Commission  (sec)  and  creating  an  interagency  commission 
to  establish  principles  and  standards  for  each  federal  financial  regulator  to 
use  in  supervising  derivatives  activities.  Another  ^proach  could  be  based 
on  the  concept  that  underlies  the  arrangement  established  for  government 


Pace  14 


GAOAGGD-M-133  Financial  DertvaUvci 


91 


Executive  Soimnary 


securities  dealers.  Under  this  concept,  lead  responsibility  for  setting 
principles  and  standards  applicable  to  all  m^or  U.S.  derivatives  dealers 
would  be  divided  among  existing  agencies  on  the  basis  of  their  expertise 
and  mission.  Extensive  consultation  with  all  of  the  agencies  supervising 
derivatives  activities  would  be  required  before  any  principles  or  standards 
were  adopted. 

GAO  also  recommends  that  Congress  systematically  address  the  need  to 
revamp  and  modernize  the  entire  U.S.  financial  regulatory  system.  Gaps 
and  weaknesses  in  OTC  derivatives  regulation  clearly  demonstrate  that  the 
existing  regulatory  structure  has  not  kept  pace  with  the  dramatic  and 
rapid  changes  in  the  domestic  and  global  financial  markets  that  have 
occurred  over  the  past  several  years.  Banking,  securities,  futures,  and 
insurance  are  no  longer  separate  and  distinct  industries  that  can  be  well 
regulated  by  the  existing  patchwork  quilt  of  federal  and  state  agencies. 
Many  issues  need  to  be  debated  and  decided,  including  the  appropriate 
uses  of  federally  insured  deposits  and  the  extent  to  which  they  should  be 
used  to  finance  large-scale  proprietary  trading  in  derivatives  or  other 
financial  instruments.  One  of  the  first  issues  that  needs  to  be  addressed  is 
how  the  U.S.  regulatory  system  should  be  restructured  to  better  reflect  the 
realities  of  today's  rapidly  evolving  global  financial  markets,  gag 
recommends  that  the  committees  of  jurisdiction  work  together  on  this 
issue.  In  addition,  these  committees  should  hold  hearings,  at  least 
annually,  on  developments  that  affect  the  safety,  soundness,  and  stability 
of  the  U.S.  financial  system. 


Recommendations  to 
Financial  Regulators 


GAG  recommends  that  the  appropriate  regulatory  authorities  take  the 
following  cictions  to  improve  their  c^ability  to  oversee  OTC  derivatives 
activities  and  to  anticipate  and  respond  to  any  financial  crisis  involving 
derivatives.  Developing  specific  solutions  should  involve  working  closely 
with  industry  representatives  to: 


Develop  and  maintain  accurate,  current,  and  centralized  information  that 

is  accessible  to  all  regulators,  including  irtformation  on  the  extent  of  m^or 

OTC  dealers'  counterparty  concentrations  and  the  sources  and  amounts  of 

their  derivatives  earnings. 

Develop  and  adopt  a  consistent  set  of  capital  standards  for  ore  derivatives 

dealers  sufficient  to  ensure  that  all  of  the  msyor  risks  associated  with 

derivatives  are  reflected  in  capital. 

Establish  specific  requirements  for  independent,  knowledgeable  audit 

committees  and  internal  control  reporting  for  all  maioi  otc  derivatives 
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dealers.  Internal  control  reporting  by  boards  of  directors,  managers,  and 
external  auditors  should  include  assessments  of  derivatives 
risk-management  systems. 

•  Perform  comprehensive,  annual  examinations  of  the  adequacy  of  m^or 
OTC  derivatives  dealers'  risk-management  systems  using  a  consistent  set  of 
standards  established  for  this  purpose  and  including  consideration  of  the 
internal  control  assessments  performed  by  boards  of  directors, 
manjigement,  and  auditors. 

•  Provide  leadership  in  working  with  industry  representatives  and 
regulators  from  other  m^or  countries  to  harmonize  disclosure,  coital, 
examination,  and  accounting  standards  for  derivatives. 


Recommendations  to 
FASB 


GAG  recommends  that  fasb: 

•  Proceed  expeditiously  to  issue  its  existing  exposure  draft  on  disclosures 
of  derivatives  and  fair  value  of  financial  instruments. 

•  Proceed  expeditiously  to  develop  and  issue  an  exposure  draft  that 
provides  comprehensive,  consistent  accounting  rules  for  derivative 
products,  including  expanded  disclosure  requirements  that  provide 
additional  needed  information  about  derivatives  activities. 

•  Coi\sider  adopting  a  market  value  accounting  model  for  all  fiixaiicial 
instnmients,  including  derivative  products. 


Recommendations  to  SEC         gag  recommends  that  SEC 


Ensure  that  sec  registrants  that  are  m^or  end-users  of  complex  derivative 
products  establish  and  implement  corporate  requirements  for 
independent,  knowledgeable  audit  committees  and  public  reporting  on 
internal  controls.  Internal  control  reporting  by  boards  of  directors, 
managers,  and  external  auditors  should  include  assessments  of  derivatives 
risk-management  systems. 

Ekisure  that  fasb  proceeds  expeditiously  to  develop  and  adopt 
comprehensive,  consistent  accounting  rules  and  disclosure  requirements 
for  derivative  products. 


Agency  Comments 


We  did  not  receive  formal  ^ency  comments  on  this  report  However,  we 
did  provide  senior  officials  of  the  administration,  U.S.  and  foreign  financial 
regulators,  the  msyor  derivatives  dealers,  the  mjyor  derivatives  exchanges, 
and  FASB,  as  well  as  other  industry  representatives  and  experts  an 
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opportunity  to  discuss  the  findings  and  conclusions  of  our  work.  We 
incorporated  their  comments  where  appropriate. 


Pace  17 


GAO/GGD-94-133  Fliianclal  Derivstlvc* 


83-525  O- 94 -4 


Contents 


94 


Executive  Summary 

Chapter  1 
Introduction 


Chapter  2 

Extent  and  Nature  of 

Derivatives  Use 


Chapter  3 

Derivatives  Require 
Careful  Management 


Derivatives  Address  Uncertainties  in  Global  Financial  Markets 

The  Ways  Market  Participants  Use  Derivatives 

The  Basic  Types  of  Derivatives  and  How  They  Are  Used 

The  Participants  in  the  Derivatives  Markets  and  the  Level  of  Their 

Activity 
Objectives,  Scope,  and  Methodology 
Agency  Comments 


Derivatives  Activity  Has  Grown  Rapidly 

Derivatives  Dealing  Activity  Is  Concentrated  Among  a  Few  M^yor 

OTC  Dealers 
Derivatives  Have  Expanded  Linkages  Among  Institutions  and  the 

Markets  in  Which  They  Trade 
Views  Differed  on  the  Effects  of  Market  Size,  Dealer 

Concentration,  and  Financial  Linkages 
Past  Crises  Have  Required  Federal  Involvement 


Strong  Corporate  Governance  Is  Critical  to  Managing  Derivatives 

Activities 
Credit  Risk  Is  a  Key  Consideration  in  Managing  OTC  Derivatives 
Managing  Market  Risk  for  Derivatives  Can  Be  Complex 
Various  Factors  Affect  Legal  Er\forceability  of  Derivatives 

Contracts 
M^or  OTC  Derivatives  Dealers  Reported  Using  Sophisticated 

Systems  to  Manage  Operations  Risk,  but  Weaknesses  Have  Been 

Identified 


24 
24 
25 
26 
29 

30 
33 


34 
34 
36 

37 

39 

42 


44 
45 

52 
60 
64 

66 


Facets 


GA(VGGD-94-lSS  FinancUl  Derlntlma 


95 


Chapter  4 

Bank  Regulators  Are 

Improving  Their 

Derivatives  Oversight, 

but  Weaknesses 

Remain 


Various  Organizations  Are  Responsible  for  Overseeing  Banks  and 

the  U.S.  Financial  System 
Regulators  Are  Not  Collecting  Sufficient  Information  on  Credit 

Risk  and  Earnings 
£bdsting  Bank  Capital  Requirements  for  Derivatives  Currently  Do 

Not  Address  AU  Risk 
Bank  Regulatory  Ebcaminations  Address  Derivatives,  but  Internal 

Controls  Have  Not  Been  Adequately  Assessed 
Bank  Regulators  Have  Taken  Other  Actions  to  Address 

Derivatives  Risks 


69 
69 

70 

74 

82 

84 


Chapter  5 
SEC,  CFTC,  and 
Insurance  Regulators' 
Ability  to  Oversee 
OTC  Derivatives 
Dealers  Is  Limited 

Chapter  6 

Accounting  Principles 
for  Derivatives  Have 
Not  Kept  Pace  With 
Business  Practices 


Securities  and  Futures  Laws  Limit  SEC  and  CFTC  Authority  Over 

Derivatives  Dealers 
State  Insurance  Regulatory  Oversight  of  Derivatives  Dealer 

AfBliates  Is  Limited 


Rules  for  Accounting  for  Derivatives  Are  Needed  to  Promote 

Consistent,  Reliable  Financial  Reporting 
Hedge  Accounting  Is  Complicated  by  Product  Complexity  and 

Lack  of  Clear,  Noncontradictory  Rules  and  Definitions 
Existing  and  Proposed  Standards  Require  Disclosure  of 

Derivatives  Activities 
FASB's  Financial  Instruments  Project  Is  Attempting  to  Address 

Gaqps  in  Rules  on  Accounting  for  Derivatives 
Market  Value  Accounting  Would  Help  Resolve  Hedge  Accounting 


85 
85 

90 


92 
92 

96 

99 

103 

105 


P«(el* 


GA(WBCI>-»4-l»  Floaaeial  Derhrmtlvca 


96 


Chapter  7 

Ensuring  the  Safety 
and  Soundness  of 
Derivatives  Activities 
Will  Require 
International 
Cooperation 

Chapter  8 
Conclusions  and 
Reconunendations 


Appendixes 


Related  GAO  Products 


Tables 


Unilateral  U.S.  Regulatory  Action  May  Not  Be  Sufflcient  and 

Could  Have  Adverse  Consequences 
Foreign  Regulatory  Approaches  Varied 
International  Coordination  Elf  forts  Have  Achieved  Only  Mixed 

Success 


ConcIusiot\s 

Recommendatior\s  to  Congress 
Recommendations  to  F^ancial  Regulators 
Recommendatiot\s  to  FASB 
Recommendations  to  SEC 


107 
107 

109 
116 


123 
123 
126 
128 
128 
129 


Appendix  L  Derivatives  Use  by  State  and  Local  Governments  and  130 

Private  Pension  Plans 
Appendix  II:  GAO's  Surveys  on  the  Use  of  Financial  Derivative  140 

Products  by  State  and  Local  Government  EIntities 
Appendix  IIL  GAO's  Survey  of  M^or  OTC  Derivatives  Dealers  153 

Appendix  IV:  Methodology  Used  to  Develop  Global  E^stimates  for  181 

Foreign  Elxchange  Forwards  and  OTC  Options 
Appendix  V:  15  M^jor  U.S.  OTC  Derivatives  Dealers  and  Their 

Notional/Contract  Derivatives  Amounts 
.  Appendix  VI:  M^or  Contributors  to  Ttas  Report 


188 
189 
194 


Table  1:  The  Four  M^or  Types  of  Derivatives  5 

Table  2:  U.S.  Regulatory  Oversight  of  OTC  Derivatives  Activities  1 1 

of  Flitancial  Institutions  and  Financial  Institution  Affiliates  as  of 

April  1994 
Table  2.1:  Notional/Contract  Amounts  of  Derivatives  Held  by  35 

Type  of  Underlying  From  Year-end  1989  Through  Year-End  1992 
Table  2.2:  Notional/Contract  Amounts  of  Derivatives  Held  by  36 

Product  Type  From  Year-End  1989  Through  Year-End  1992 


FageZO 


GAO/GGD-94-1S3  FliuncUl  Derlvmtlvei 


97 


Table  3. 1:  1993  Credit  Ratings  of  200  Companies  With  More  Than  59 

$1  Billion  in  Swaps  Outstanding  as  of  Year-End  1991 
Table  7.1:  Regulatory  Reporting  Requirements  for  Nbgor  OTC  ill 

Derivatives  Dealers  in  Selected  Countries 
Table  1. 1:  The  Extent  of  Derivatives  Use  for  Respondents'  Fiscal  133 

Year  1992  by  Asset  Size  of  Entity 
Table  1.2:  Average  Asset  Size  of  Users  and  Nonusers  of  Derivative  133 

Products  Among  Categories  of  Entities  Surveyed  for  Their  Fiscal 

Year  1992 
Table  1.3:  Percentage  and  Number  of  Users  Citing  Reasons  for  134 

Using  a  Derivative  Product  as  "Very  Important"  or  "Important' 
Table  1.4:  Survey  Dispositions  for  End-User  Survey  138 

Table  IV.l:  Summaiy  of  the  Notional'Contract  Amounts  of  the  10  182 

Databases  That  Were  the  Basis  for  GAO's  Methodology 
Table  rv.2;  Foreign  Ebcchange  Derivatives  as  a  Percentage  of  184 

Total  Derivatives 
Table  IV.3:  Foreign  Exchange  Derivatives  as  a  Percentage  of  185 

Interest  Rate  Derivatives 
Table  IV.4:  Comparison  of  Methodologies  1  and  2  and  the  186 

Notional/Contract  Amounts  of  Foreign  Ebcchange  Derivatives 
Table  IV.5:  GAO  Estimates  of  the  Notional/Contract  Amounts  of  186 

Foreign  Exchange  Forwards  and  OTC  Options 
Table  1V.6:  NotionaVContract  Amounts  for  Derivatives  Worldwide  187 

by  Individual  Product  Type  as  of  the  end  of  Fiscal  Years  1989 

through  1992 

Figures  Figure  3. 1:  Derivatives  Gross  Credit  Exposures  of  13  U.S.  OTC  54 

Derivatives  Dealers  as  a  Percentage  of  Equity,  1992 
Figure  3.2:  Credit  Exposures  of  Derivatives  and  Loans  of  Seven  56 

U.S.  Banks  Compared  as  a  Percentage  of  Equity,  1992 
Figure  L 1:  Percentage  of  Respondents  Using  Any  Derivative  131 

Product  in  Their  Rscal  Year  1992 
Rgure  1.2:  Derivative  Product  Use  by  State  and  Local  132 

Goveniments  and  Private  Pension  Plans  for  Their  Fiscal  Year 

1992 


Pa«e  21  GAOA3GD-94-13S  FbuncUl  Derlv^w 


98 


ContenU 


I 


1 


Abbreviations 

BIS  Bank  for  International  Settlements 

CEA  Conunodity  Exchange  Act 

CFIC  Commodity  Futures  Trading  Commission 
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U.S.  General  Accounting  Office  Response  to  the 
International  Swaps  and  Derivatives  Association  Position  Paper: 
The  GAP  Report  on  Derivatives;   Good  Facts  and  Bad  Conclusions 


On  May  27,  1994,  the  International  Swaps  and  Derivatives 
Association  (ISDA)  issued  a  position  paper  in  response  to  our 
report  on  financial  derivatives.^   In  the  paper,  ISDA  states 
that  our  report  contains  valuable  information  and  useful 
suggestions.   However,  ISDA  disagrees  with  several  of  our 
conclusions  and  recommendations,  states  that  many  of  our 
recommendations  are  not  supported  by  the  facts  reported,  and 
suggests  that  their  adoption  would  raise  costs  and  reduce  the 
availability  of  derivative  products. 

Our  recommendations  call  for 

--  the  extension  of  basic  regulatory  safeguards  and  prudent 
corporate  governance  to  the  currently  unregulated  major 
derivatives  dealers, 

--  improvements  in  the  regulatory  oversight  of  bank  derivatives 
dealers,  and 


^Financial  Derivatives:   Actions  Needed  to  Protect  the  Financial 
System  (GAO/GGD-94-133,  May  18,  1994). 
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--  Increased  accountability  for  major  end-users  of  complex 

derivatives  and  Improved  disclosure  and  accounting  standards 
for  users  of  derivative  products. 

We  believe  our  recommendations  will  provide  federal  regulators 
both  early  warning  information  and  the  regulatory  authority 
necessary  to  anticipate  and  respond  to  a  crisis  involving 
derivatives.   We  do  not  believe  they  will  either  increase  costs 
or  reduce  the  availability  of  these  products. 

Derivatives  are  a  very  large  and  rapidly  growing  business,  and 
the  federal  government  cannot  afford  to  wait  for  a  crisis  to  act. 
Much  of  the  derivatives  activity  in  the  United  States  is 
concentrated  among  a  few  major  dealers  who  are  extensively  linked 
to  one  another,  and  the  failure  or  abrupt  withdrawal  from  the 
market  of  one  or  more  of  these  major  dealers  would  likely  result 
in  federal  intervention  to  maintain  the  integrity  of  the 
financial  system.   Taking  action  to  fill  the  gaps  in  federal 
regulatory  authority  over  the  affiliates  of  securities  firms  and 
insurance  companies  that  are  major  derivatives  dealers  would  give 
federal  regulators  the  ability  to  anticipate  and  respond  to  such 
a  crisis. 

Our  responses  to  ISDA's  specific  positions  follow. 
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MARKET  CONCENTRATION 


Our  report  cited  evidence  showing  that  much  of  the  over-the- 
counter  (OTC)  derivatives  activity  in  the  United  States  is 
concentrated  among  15  major  U.S.  dealers. 

ISDA  Position 

ISDA  states  that  available  data  do  not  adequately  support  our 
conclusion  that  derivatives  activities  and  credit  exposures  are 
concentrated  among  dealers.   Specifically,  ISDA  notes  that 

--  a  recent  survey  indicated  that  no  dealer  had  a  global  market 
share  of  more  than  10  percent,  and  the  share  of  the  eighth 
largest  dealer  was  only  5.1  percent. 

--  our  survey  of  15  major  U.S.  derivatives  dealers  indicated  that 
less  than  11  percent  of  their  net  OTC  credit  exposures  were 
with  other  U.S.  dealers  at  year-end  1992,  which  was  down  from 
approximately  13.4  percent  at  year-end  1990. 

--  no  liquidity  problems  associated  with  derivatives  have 

occurred,  and  the  credit  exposures  from  settlements  of  other 
financial  instruments,  including  securities,  deposits,  and 
foreign  exchange,  are  larger  than  those  of  derivatives.   Even 
if  a  major  dealer  were  to  fail  or  withdraw  from  trading,  other 
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instruments  and  markets  would  be  available  as  alternatives  for 
hedging  and  other  purposes. 

GAP  Response 

While  complete  data  to  accurately  assess  global  concentration 
levels  are  not  available,  existing  measures  show  significant 
concentration  among  U.S.  derivatives  dealers.   We  reported  U.S. 
regulatory  data  showing  that  just  seven  major  U.S.  bank  and  five 
securities  firm  derivatives  dealers  accounted  for  approximately 
90  percent  of  the  derivatives  volume  in  their  respective 
industries  in  1992.   Even  ISDA's  international  data  showed 
considerable  concentration.   Using  the  recent  survey  data  ISDA 
cited,  one  can  conclude  that  the  top  eight  international  dealers 
account  for  at  least  40  percent  of  global  market  activity. 

The  Information  that  15  U.S.  dealers  supplied  to  us  Indicated 
that  these  firms'  credit  exposures  to  other  U.S.  dealers  declined 
from  1990  to  1992  as  a  percentage  of  their  total  OTC  derivatives- 
related  exposures.   However,  their  credit  exposures  to  dealers 
worldwide  continued  to  Increase  over  that  period.   Such  exposures 
represented  over  38  percent  of  the  U.S.  dealers'  total  OTC 
derivatives  credit  exposure  at  year-end  1992,  which  was  an 
increase  from  about  35  percent  at  year-end  1990. 
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As  ISDA  states,  credit  exposures  arising  from  other  activities 
often  exceed  those  of  derivatives,  and  alternative  markets  and 
products  can  be  used  if  a  major  dealer  fails  or  withdraws  from 
the  markets.   However,  because  of  the  concentration  of  both 
derivatives  activity  and  credit  exposures  and  the  interdependence 
of  many  of  the  derivatives  and  underlying  markets,  such  a  failure 
or  withdrawal  could  have  serious  effects  on  the  markets  of 
various  products  and  on  other  firms.   The  major  derivatives 
dealers  are  generally  active  in  the  alternative  markets  that  ISDA 
cites.   The  potential  uncertainty  and  disruptions  to  liquidity 
should  one  or  more  of  these  firms  fail  or  withdraw  from  OTC  or 
exchange-traded  derivatives  markets  could  affect  the  availability 
and  stable  functioning  of  these  markets. 

MARKET  LINKAGES 

Our  report  cited  evidence  that  derivatives  clearly  have  expanded 
financial  linkages  among  the  institutions  that  use  them  and  the 
markets  in  which  they  trade,  and  concluded  that  such  linkages 
could  allow  financial  disruptions  to  spread  among  firms  and 
markets . 

ISDA  Position 

ISDA  states  that  our  report  does  not  cite  sufficient  evidence 
that  linkages  among  derivative  product  markets  and  dealers  would 
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cause  a  financial  disruption  to  spread  faster  and  be  harder  to 
contain.  It  Indicates  that  such  linkages  are  a  conunon  part  of 
the  increasingly  global  economy  and  that  risks  are  spread  more 
widely  as  a  result. 

GAP  Response 

Our  report  recognizes  the  differences  of  opinion  among  regulators 
and  market  participants  about  whether  derivatives  linkages 
diffuse  risk  or  spread  problems  faster  and  make  them  harder  to 
contain.   Absent  a  derivatives-related  crisis,  no  empirical 
evidence  exists  to  resolve  these  differences.   Nevertheless,  the 
potential  for  derivatives  linkages  to  hasten  the  spread  and 
expand  the  scope  of  problems  during  any  financial  system  crisis 
is  a  sound  reason  for  federal  oversight  of  derivatives  activity. 
As  the  Chairman  of  the  Federal  Reserve  Board  indicated  in  his  May 
25,  1994,  testimony,  before  the  Subcommittee  on 
Telecommunications  and  Finance,  derivatives  "may  help  to  speed 
the  transmission  of  a  shock  from  some  other  source  to  other 
markets  and  institutions"  and  that  "[g]iven  these  tighter 
linkages,  if  a  major  international  financial  firm  came  under 
severe  financial  stress,  authorities  could  face  significant 
difficulties  in  containing  the  e.ffects  on  other  institutions  and 
markets . " 
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SYSTEMIC  RISK 

Because  of  market  concentration  and  linkages,  we  concluded  that 
the  abrupt  failure  or  withdrawal  from  trading  of  a  major  dealer 
could  create  liquidity  problems  and  undermine  stability  in 
several  markets  simultaneously  thus  leading  to  a  systemic  crisis. 

ISDA  Position 

ISDA  states  that  past  events  do  not  support  concerns  that 
derivatives  could  cause  a  systemic  crisis.   ISDA  indicates  that 
the  financial  difficulties  and  government  intervention  that 
occurred  during  various  events  cited  in  our  report,  including  the 
1987  stock  market  crash,  the  1992  European  Monetary  System 
disruption,  and  the  failures  of  the  Bank  of  New  England  and 
Drexel  Burnham  Lambert,  were  not  caused  by  derivatives. 

GAP  Response 

While  the  above  events  were  not  caused  by  derivatives,  the  1987 
stock  market  crash  and  the  1992  European  Monetary  System 
disruption  illustrated  that  during  times  of  stress,  derivatives 
markets  and  the  firms  that  use  them  can  be  affected.   Firms  that 
relied  on  hedging  strategies  involving  derivatives  in  1987  found 
that  these  hedges  were  not  as  effective  after  disruptions  in  the 
stock  markets  interfered  with  the  functioning  and  liquidity  of 
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the  equity  derivatives  markets.   During  the  disruption  in  the 
European  markets  in  1992,  trading  in  some  OTC  derivatives  ceased 
as  a  result  of  price  and  rate  volatility  in  the  underlying  cash 
markets . 

The  termination  and  transfer  of  derivatives  in  the  portfolios  of 
the  Bank  of  New  England  and  Drexel  Burnham  Lambert  were  concluded 
successfully.   However,  these  firms  were  not  major  derivatives 
dealers  and  had  portfolios  that  were  much  smaller  than  those  of 
the  major  dealers  we  identified.   Also,  closing  out  their 
derivatives  activities  with  minimal  disruption  required  various 
regulators'  concerted  efforts  and  took  several  weeks  or  months. 
All  of  these  cases  also  demonstrated  that  during  times  of 
financial  stress,  the  federal  government  is  likely  to  intervene. 

REGULATORY  GAPS 

We  found  that  basic  regulatory  controls  did  not  exist  for  many 
U.S.  OTC  derivatives  dealers,  and  recommended  that  these  gaps  be 
addressed. 

ISDA  Position 

ISDA  states  that  additional  regulation  to  close  the  regulatory 
gaps  that  exist  for  the  major  U.S.  derivatives  dealer  affiliates 
of  securities  firms  and  insurance  companies  is  unnecessary.   ISDA 
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cites  references  to  our  report  where  we  indicated  that  these 
firms  all  described  systems  for  addressing  the  credit,  market, 
operations,  and  legal  risks  arising  from  derivatives  activities. 
These  firms  also  said  that  they  set  aside  capital  to  cushion 
themselves  against  derivatives-related  losses,  as  credit  rating 
agencies  and  their  counterparties  expect. 

ISDA  also  questions  the  need  for  capital  standards  that  apply  to 
all  derivatives  dealers  given  the  lack  of  concern  over  dealers' 
capital  adequacy,  the  uncertainty  as  to  whether  a  derivatives 
dealer  failure  would  have  any  broader  impact  on  the  economy,  and 
the  fact  that  dealers  cannot  participate  in  derivatives  without 
strong  capital  bases  and  good  business  reputations. 

Finally,  ISDA  cites  the  May  25,  1994,  testimony  of  the  Federal 
Reserve  Board  Chairman,  who  said  that  further  regulation  was 
unnecessary  because  "private  regulation"  by  investors,  credit 
rating  agencies,  and  others  require  the  firms  with  whom  they  do 
business  to  be  financially  sound. 

GAP  Response 

Our  recommendation  for  closing  the  federal  regulatory  gaps  that 
exist  for  the  major  U.S.  derivatives  dealer  affiliates  of 
securities  firms  and  insurance  companies  does  not  contemplate  a 
separate,  obtrusive  regulatory  structure  for  these  firms.   We 
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acknowledge  that  market  discipline,  arising  from  these  dealers' 
rating  agencies  and  counterparties,  provides  an  incentive  for 
firms  to  manage  their  derivatives  activities  prudently.   However, 
the  marketplace  does  not  have  verifiable  information  on  risk 
controls  and  management  intentions.   Past  experience  has  shown 
that  firms  can  develop  serious  problems  before  the  marketplace 
knows  about  them. 

Federal  regulation  is  needed  over  all  major  U.S.  derivatives 
dealers  because  (1)  the  currently  unregulated  dealers  are  active 
in  many  markets  and  (2)  derivatives  are  an  increasingly  large 
part  of  their  activities.   A  failure  or  onset  of  financial 
difficulties  at  one  or  more  of  these  firms  would  almost  certainly 
require  the  involvement  of  numerous  federal  regulators,  who  would 
be  in  a  better  position  to  anticipate  and  respond  to  such 
problems  if  they  were  already  familiar  with  the  firms'  operations 
through  reporting  and  examinations.   In  this  regard,  quarterly 
reporting  is  not  sufficient  to  prepare  regulators.   Conducting 
on-site  examinations  of  the  major  dealers  is  the  only  means  for 
regulators  to  ensure  the  accuracy  of  reported  information,  assess 
the  extent  to  which  firms  are  exposed  to  risk,  and  ensure  that 
risk  management  procedures  dealers  describe  are  being 
consistently  followed.^   Examining  firms'  derivatives  activities 


'Although  major  dealers  described  their  risk  management  systems 
to  us,  we  were  unable  to  verify  the  effectiveness  of  these 
systems.   In  the  past,  when  bank  examiners  reviewed  these 
systems,  they  found  problems. 
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also  would  provide  regulators  with  a  better  view  of  the  overall 
risks  taken  and  managed  by  these  firms.   Finally,  the  basic 
regulatory  oversight  controls--reporting,  capital  requirements, 
and  periodic  examinations--that  we  recommend  be  in  place  for  all 
major  derivatives  dealers  would  not  supplant  or  diminish  market 
discipline  but  instead  would  represent  a  prudent  way  for  federal 
regulators  to  ensure  that  derivatives  risks  are  adequately 
addressed. 

ACCOUNTING  AND  DISCLOSURE 

In  our  report  we  found  that  accounting  standards  for  derivatives 
were  incomplete,  inconsistent,  and  had  not  kept  pace  with 
business  practices. 

ISDA  Position 

ISDA  states  that,  while  our  report  correctly  discusses  the  need 
to  improve  accounting  and  disclosure  principles  for  derivatives, 
we  have  not  adequately  acknowledged  that  firms'  derivatives 
activities  are  fully  integrated  with  their  other  activities  so 
that  separate  disclosure  and  reporting  could  be  misleading  rather 
than  helpful.   In  particular,  ISDA  indicates  that  requiring  bank 
regulators  to  obtain  additional  quantitative,  aggregate 
information  is  unlikely  to  be  more  useful  because  positions  and 
strategies  can  change  quickly. 

11 


Ill 


In  addition,  ISDA  expresses  its  opposition  to  implementing  market 
value  accounting  for  all  financial  instruments.   It  notes  that 
this  would  be  a  radical  change  for  many  end-users,  especially  for 
those  using  derivatives  to  hedge  risks  from  nonfinancial 
instruments,  such  as  inventory.   Such  a  change  could  introduce  an 
artificial  volatility  Into  the  financial  statements  of  commercial 
and  industrial  companies.   For  these  reasons,  ISDA  notes  that 
market  value  accounting  for  all  instruments  would  be  inconsistent 
with  the  Group  of  Thirty's  recommendation  that  end-users  account 
for  derivatives  used  to  manage  risks  in  a  manner  that  is 
consistent  with  the  income  recognition  treatment  of  the  risks 
being  managed. 

GAP  Response 

Our  report  discussed  the  existing  and  proposed  disclosure 
standards  Issued  by  the  Financial  Accounting  Standards  Board  that 
address  all  financial  instruments,  including  derivatives. 
Neither  these  standards  nor  our  recommendations  advocate  separate 
disclosure  of  derivatives  from  other  related  financial 
instruments.   However,  because  of  the  off-balance-sheet  nature  of 
the  products  we  discuss  in  our  report,  and  the  differing 
objectives  for  their  use  (such  as  speculation  or  risk 
management),  additional  disclosures  are  needed  compared  to  on- 
balance-sheet  financial  instruments.   We  do  recognize,  however, 
that  any  discussion  of  risk  management  activities  must  consider 
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all  relevant  activities,  not  just  derivatives.   Because 
derivatives  activities  are  integrated  with  other  activities, 
regulators  should  work  together  and  with  industry  representatives 
to  determine  the  most  meaningful  information  to  collect  and  to 
minimize  reporting  burdens. 

Regarding  market  value  accounting,  we  acknowledged  in  our  report 
that  a  number  of  implementation  issues  would  have  to  be  resolved 
before  a  comprehensive  market  value  accounting  model  for 
financial  instruments  could  be  adopted.   The  issue  of  accounting 
for  derivative  products  used  to  hedge  the  risks  from  nonfinancial 
instruments  is  among  those  that  must  be  resolved.   In  addition, 
as  indicated  in  our  report,  the  existing  issues  surrounding 
accounting  for  anticipatory  transactions  would  not  be  resolved  by 
market  value  accounting.   However,  the  Financial  Accounting 
Standards  Board  considers  implementation  issues  as  part  of  its 
rule-making  process.   Therefore,  these  issues  should  not  preclude 
considering  a  market  value  accounting  model  now. 

Further,  a  financial  instruments  market  value  accounting  model 
that  allows  exceptions  for  deferral  accounting  for  certain  types 
of  transactions,  including  anticipatory  transactions,  could 
reduce  the  difficulties  of  implementing  such  a  model.   Providing 
these  types  of  exceptions  would  make  a  market  value  accounting 
model  for  financial  instruments  consistent  with  the  Group  of 
Thirty's  accounting  recommendation  regarding  consistent  income 
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recognition  treatment  of  derivatives  used  to  manage  risks  and  the 
risks  being  managed. 

As  we  reported,  most  large  and  sophisticated  entities  are 
typically  managed  through  constant  monitoring  of  the  market 
values  of  their  financial  instruments  including  derivatives 
products.   Business  decisions  about  how  to  operate  these  entities 
are  generally  based  on  a  market  value  accounting  model.   However, 
public  financial  reports  of  nondealers  are  generally  prepared  on 
the  basis  of  the  historical  cost  model.   The  historical  cost 
accounting  model  masks  the  realities  of  today's  rapidly  changing 
markets  and  fails  to  provide  investors,  depositors,  regulators, 
and  others  with  the  full  complement  of  information  they  need  in 
making  business,  economic,  and  regulatory  decisions. 

END-USER  ACCOUNTABILITY 

In  our  report  we  recommended  that  major  end-users  of  complex 
derivatives  establish  improved  accountability  through  public 
reporting  on  internal  controls. 

ISDA  Position 

ISDA  states  that  our  recommendation  to  have  the  Securities  and 
Exchange  Commission  (SEC)  ensure  that  major  end-users  of  complex 
derivatives  establish  internal  controls  and  public  reporting  on 

14 


114 


those  controls  Is  not  justified.   It  notes  that  this 
recommendation  would  single  out  derivatives  for  such  controls  and 
reporting,  although  other  activities  undertaken  by  firms  also 
pose  risks.   ISDA  indicates  that  such  a  requirement  represents  an 
undue  intrusion  of  SEC  into  corporate  affairs  and  could  inhibit 
firms  from  using  derivatives  because  of  the  added  risk  management 
and  reporting  burdens. 

GAP  Response 

While  we  think  our  recommendation  makes  prudent  business  sense 
for  any  going  concern,  it  is  most  specifically  directed  to  a 
limited  number  of  end-users  those  actively  using  more  complex 
derivatives.   Our  recommendation  seeks  to  increase  the 
accountability  of  management  and  boards  of  directors  of  firms 
actively  using  complex  derivatives  to  their  shareholders, 
creditors,  and  other  counterparties.   This  accountability  would 
be  achieved  by  requiring  formal,  documented  assessments  of  risk- 
management  policies  and  controls,  with  public  reporting  of  the 
results.   As  stated  in  our  report,  this  type  of  formal  assessment 
and  reporting  helps  fulfill  (1)  the  need  of  Investors  to  know  how 
well  their  investments  are  being  managed,  (2)  the  necessity  for 
regulators  to  have  an  early  warning  of  problems  that  could  lead 
to  future  financial  deterioration  of  regulated  entities,  (3)  the 
obligation  of  counterparties  and  other  creditors  to  understand 
the  credit  risk  associated  with  these  entities,  and  (4)  the 
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desire  of  the  general  public  to  have  accountability  in  our 
financial  system.   As  far  as  the  additional  management  and 
reporting  burden,  firms  should  have  such  internal  controls  in 
place  as  a  matter  of  sound  corporate  governance,  and  any 
additional  effort  in  reporting  on  such  controls  should  be 
minimal. 

GROUP  OF  THIRTY  RECOMMENDATIONS 

In  our  report  we  stated  the  Group  of  Thirty  study  indicated  that 
not  all  industry  participants  were  following  recommended 
benchmark  risk  management  practices.   We  also  noted  that  no 
regulatory  mechanism  existed  to  bring  all  major  dealers  into 
compliance  with  these  practices. 

ISDA  Position 

ISDA  states  that  implementing  regulations  requiring  financial 
institutions  to  follow  the  risk  management  practices  recommended 
by  the  Group  of  Thirty-sponsored  report  on  derivatives  would  be 
detrimental  to  firms'  efforts  in  this  area.   They  note  that  the 
Group  of  Thirty's  recommendations  were  designed  to  be  flexible. 

ISDA  also  notes  that  our  report's  use  of  the  data  obtained  from  a 
survey  of  80  dealers  conducted  as  part  of  the  Group  of  Thirty's 
report  understates  the  current  level  of  compliance  with  Its 
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recommendations.   According  to  ISDA,  this  dealer  survey  was 
conducted  in  late  1992  and  many  of  the  weaknesses  in  firms'  risk 
management  systems  that  it  found  were  at  small  non-U. S.  dealers. 

GAP  Response 

We  recommended  that  regulations  be  implemented  that  stipulate  the 
core  elements  of  prudent  derivatives  risk  management  practices. 
Such  regulations  would  provide  regulators  criteria  and  leverage 
for  better  ensuring  that  financial  institutions  comply  with  such 
practices.   We  recognize  that  risk  management  practices  are 
evolving,  and  we  do  not  want  to  discourage  continuing  innovation. 
As  a  result,  we  envision  that  regulators  would  supplement 
regulation  with  interpretive  guidance  that  keeps  firms  advised  of 
state-of-the-art  risk  management  practices. 

The  information  in  our  report  represents  a  snapshot  in  time.   We 
are  aware  that  some  firms  have  continued  to  improve  their  risk 
management  systems,  and  we  encourage  such  actions.   Given  the 
responsibility  of  federal  regulators  for  the  continuing  stability 
of  the  U.S.  financial  system,  we  believe  that  the  implementation 
of  our  recommendations  is  still  needed  to  ensure  that  such 
improvements  are  made  by  all  existing  major  U.S.  dealers  as  well 
as  by  new  industry  entrants.  Further,  the  risk  management  system 
weaknesses  of  non-U. S.  dealers  that  ISDA  identified  further 
support  our  recommendation  for  U.S.  regulators  to  work  with  their 
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foreign  counterparts  to  ensure  that  the  risks  of  global 
derivatives  activities  are  subject  to  coordinated  and  harmonized 
regulation. 

CAPITAL  REQUIREMENTS 

We  stated  that  capital  requirements  do  not  exist  for  the 
unregulated  affiliates  of  securities  firms  and  insurance 
companies,  and  that  the  capital  requirements  for  banks  do  not 
address  all  types  of  risks  associated  with  derivatives. 

ISDA  Position 

ISDA  states  that,  because  legal  and  operations  risks  cannot  be 
quantified,  our  recommendation  that  a  standard  be  in  place  for 
these  risks  is  inappropriate.   They  also  imply  that  the  current 
credit  risk  standards  for  banks  already  address  legal  risk. 

GAP  Response 

Our  report  describes  the  difficulties  in  both  attempting  to 
quantify  legal  and  operations  risks  and  in  developing  a  capital 
standard  to  address  them.   Consideration  of  this  issue  is  also 
complicated  by  the  recent  inclusion  of  the  value  of  derivatives 
contracts  (those  with  positive  market  value  after  netting 
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agreements  are  considered)  in  the  calculation  of  banks'  leverage 
ratio  capital  requirements. 

Credit  risk  standards  for  banks  may  not  completely  protect  them 
from  losses  arising  from  a  legal  or  regulatory  problem.   For 
example,  current  capital  standards  allow  banks  to  hold  reduced 
amounts  of  capital  on  transactions  with  other  banks,  including 
major  foreign  banks,  because  their  risk  of  becoming  insolvent  is 
less  than  other  private  companies.   The  legal  risks  on  these 
transactions  may  not  be  the  same,  however,  because  of  differences 
in  U.S.  and  foreign  laws. 

Given  these  circumstances,  bank  and  other  regulators  should 
evaluate  their  existing  capital  standards  to  ensure  that  all  the 
risks  of  derivatives--credit,  market,  legal,  and  operations--are 
adequately  addressed.   As  a  result  of  their  evaluation, 
regulators  may  find  that  the  existing  requirements  are 
appropriate.   If  not,  they  may  need  to  adopt  a  standard  for  legal 
and  operations  risks  that  would  require  additional  amounts  of 
capital  to  be  held  depending  on  the  quality  of  derivatives 
dealers'  risk  management  systems  and  internal  controls. 
Regardless  of  the  type  of  standards  implemented,  all  major  U.S. 
derivatives  dealers  should  be  required  to  follow  them. 
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RECOMMENDATIONS  TO  FINANCIAL  REGULATORS 

In  our  report,  we  made  the  following  recommendations  to  the 
appropriate  regulatory  authorities: 

—  Develop  and  maintain  accurate,  current,  and  centralized 
information,  that  is  accessible  to  all  regulators,  including 
information  on  the  extent  of  major  OTC  dealers'  counterparty 
concentrations  and  the  sources  and  amounts  of  their 
derivatives  earnings  and 

--  Perform  comprehensive,  annual  examinations  of  the  adequacy  of 
major  OTC  derivatives  dealers'  risk  management  systems. 

ISDA  Position 

ISDA  questions  the  need  for  these  recommendations  for  the 
following  reasons: 

—  centrally  collecting  information  on  derivatives-related 
concentrations  of  counterparty  credit  exposures  would  be 
expensive  and  would  not  produce  much  benefit,  given  that  other 
activities  can  create  larger  credit  exposures; 

—  collecting  additional  information  on  earnings  from 
derivatives,  especially  by  product  line,  would  not  be 
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meaningful,  given  that  a  firm's  activities  are  integrated;  and 

--  conducting  annual  examinations  of  dealers'  derivatives  risk 
management  systems  would  be  inefficient  because  other 
activities  may  have  greater  risk. 

GAP  Response 

Each  regulator  should  collect  current  information  from  the 
derivatives  dealers  it  oversees  to  identify  large  credit 
exposures  to  individual  counterparties  and  to  particular 
countries  or  industries.   Centralized  collection  of  such 
information  would  be  useful  in  anticipating  and  addressing  a 
financial  crisis  because  it  would  allow  regulators  to  monitor 
patterns  of  exposures  to  particular  counterparties  or  industries 
across  firms  and  over  time.   This  type  of  perspective  is  not 
always  available  during  examinations  of  individual  institutions. 

We  agree  that  information  on  overall  credit  exposures  would  be 
more  useful  than  information  on  derivatives  credit  exposures 
alone.   Firms  have  made  progress  in  identifying  the  risks 
derivatives  pose  and  in  developing  systems  to  manage  their 
exposures.   Some  firms  are  also  adapting  the  systems  and 
practices  used  in  managing  derivatives  to  address  the  risks  of 
their  other  activities.   Similarly,  regulators  could  expand  the 
reporting  and  other  requirements  we  have  recommended  for 
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derivatives  to  ensure  that  all  of  a  firm's  financial  activities 
are  being  adequately  managed. 

Collecting  additional  information  on  derivatives-related  earnings 
is  warranted  by  the  increasing  percentage  of  financial 
institution  profits  attributable  to  derivatives.   However, 
historical  information  on  outstanding  contracts  is  not 
necessarily  a  meaningful  indicator  of  risk.   Volatility  of 
earnings  could  be  a  better  indicator.   At  a  minimum,  regulators 
should  be  receiving  information  that  allows  them  to  generally 
determine  how  much  of  a  dealer's  profits  were  earned  by 

--  meeting  customer  demand  or  by  proprietary  position  taking; 

--  participating  in  different  underlying  markets,  such  as 

interest  rates,  foreign  exchange,  equities,  and  commodities; 
and 

--  conducting  transactions  in  different  types  of  products,  such 
as  written  options,  swaps,  or  more  complex  transactions. 

Because  the  degree  of  risk  can  vary  across  these  activities, 
collecting  additional  information  of  this  type  would  allow 
regulators  to  better  monitor  the  overall  level  of  risk  being 
taken  by  these  institutions  and  assist  in  determining  how 
successful  these  firms  are  at  undertaking  and  managing  it.   Many 

22 


122 


firms  already  generate  similarly  detailed  reports  of  their 
earnings  for  internal  management  purposes.   We  recognize  that  the 
ways  these  products  are  used  within  a  firm  can  vary  by 
transaction  and  across  departments.   Regulators  will  have  to  work 
with  industry  representatives  to  determine  the  most  meaningful 
information  to  collect  and  to  minimize  reporting  burdens. 

Regarding  our  recommendation  for  annual  examinations  of  the  major 
dealers'  risk  management  systems,  the  only  way  to  ensure  that  a 
firm  is  adequately  managing  its  derivatives  risk  is  to  conduct  an 
on-site  examination  of  its  risk  management  system  and  identify, 
test,  and  evaluate  its  internal  controls.   Currently,  only  bank 
derivatives  dealers  are  subject  to  such  examinations.   We  do  not 
expect  regulators  to  conduct  duplicative  reviews  of  a  firm's 
entire  risk  management  system  annually  if  they  can  determine  that 
adequate  policies  and  procedures  are  in  place  and  being  followed 
with  more  limited  efforts.   Regulatory  examinations  should 
appropriately  emphasize  the  areas  posing  the  greatest  risk  to  a 
firm's  soundness,  and  these  areas  may  vary  over  time.   However, 
the  increasing  importance  of  derivatives  activities  to  financial 
institutions'  profits  and  the  complexity  of  these  activities 
justify  frequent  comprehensive  reviews.   Further,  for  large 
banks,  examiners  can  review  the  management  assessments  of 
internal  controls  that  are  required  by  the  Federal  Deposit 
Insurance  Corporation  Improvement  Act  of  1991  to  determine  what 
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additional  work  should  be  conducted  regarding  derivatives  risk 
management  systems  during  regulatory  examinations. 

COMPETITIVE  IMPACTS 

In  our  report  we  stated  that  U.S.  derivatives  regulation  must  be 
coordinated  and  harmonized  with  the  actions  of  foreign  regulators 
because  regulation  that  participants  view  as  too  severe  could 
cause  firms  to  move  their  derivatives  activities  outside  the 
United  States. 

ISDA  Position 

ISDA  says  that  our  report  does  not  contain  an  analysis  of  the 
competitive  impact  of  our  recommendations.   It  states  that  these 
recommendations  would  generally  have  a  negative  impact  on  the 
International  competitive  position  of  U.S.  firms  without 
generating  sufficient  benefits. 

GAP  Response 

We  do  not  believe  our  recommendations  will  seriously  affect  the 
cost  of  doing  business  or  the  competitiveness  of  U.S.  derivatives 
dealers.   First,  our  recommendations  for  Improved  regulatory 
safeguards  apply  only  to  major  U.S.  OTC  derivatives 
dealers--currently  only  about  15  firms.   Our  recommendation  for 
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regulatory  capital  requirements  for  all  major  U.S.  OTC  dealers 
would  ensure  that  such  standards  would  continue  to  be  applied  in 
the  future.   It  would  also  ensure  that  such  requirements  are 
consistent  across  industries  and  provide  regulators  with  an  early 
warning  signal  if  a  firm's  capital  begins  to  decline.   Second, 
our  recommendations  generally  address  elements  of  risk  management 
that  the  major  dealers  should  already  have  in  place,  and  would 
require  independent  verification  of  the  existence  of  proper 
systems  of  internal  controls  over  derivatives  activities.   Third, 
except  in  the  United  States,  all  major  derivatives  dealers  in  the 
seven  countries  we  reviewed  are  regulated.   Fourth,  we  recognize 
that  U.S.  dealers  are  competing  in  a  global  market,  and  we  have 
called  for  U.S.  regulators  to  harmonize  regulatory  changes  with 
foreign  regulators  to  minimize  any  competitive  inequalities  and 
to  ensure  consistent  approaches  to  derivative  risks.   In 
addition,  as  ISDA  indicates,  counterparties  expect  the  firms  they 
conduct  derivatives  transactions  with  to  be  well  managed  and 
financially  sound,  and  any  U.S.  regulatory  actions  taken  with 
these  goals  in  mind  should  increase  the  attractiveness  of  U.S. 
firms  as  counterparties. 
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STATEMENT  OF  ANDREA  M.  CORCORAN 

DIRECTOR 

DIVISION  OF  TRADING  AND  MARKETS 

COMMODITY  FUTURES  TRADING  COMMISSION 

Before  the 

SUBCOMMITTEE  ON  ENVIRONMENT,  CREDIT 

AND  RURAL  DEVELOPMENT 

COMMITTEE  ON  AGRICULTURE 

U.S.  HOUSE  OF  REPRESENTATIVES 
June  14,  1994 


Chairman  Johnson  and  Members  of  the  Subcommittee,  the  CFTC 
welcomes  this  opportunity  to  discuss  the  issues  raised  in  the  CFTC's  report 
on  "OTC  Derivative  Markets  and  Their  Regulation"  and  the  General 
Accounting  Office's  Report  on  "Financial  Derivatives:  Actions  Needed  to 
Protect  the  Financial  System." 

The  CFTC  is  sensitive  to  the  level  of  Congressional  concern  about 
issues  relating  to  the  regulation  of  OTC  derivatives.  In  this  regard,  I  would 
note  that  this  Committee  took  a  lead  role  in  raising  these  issues,  beginning 
during  the  CFTC's  1 992  reauthorization.  The  1 992  legislation  reauthorizing 
the  Commission  required  it  to  study  the  OTC  derivative  markets  and  to 
address  perceived  uncertainty  as  to  the  legality  of  certain  off-exchange 
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transactions.  As  you  know,  the  CFTC  fulfilled  these  mandates,  and  was  the 
first  U.S.  independent  government  agency  to  report  comprehensively  on 
these  issues. 

This  hearing  and  the  current  debate  among  regulators  and  legislators 
on  whether  derivative  risks  are  being  properly  evaluated,  priced,  managed 
and  regulated  is  particularly  timely  in  light  of  the  recent  press  accounts  of 
trading  losses  in  these  instruments.  However,  we  must  also  remember  two 
crucial  facts.  Properly  used  by  knowledgeable  end-users,  derivative 
products  can  be  a  valuable  and  legitimate  tool  for  reducing  financial  risks. 
On  the  other  hand,  like  any  financial  activity,  derivatives  cannot  be  made 
riskless.  We  must  be  careful  not  to  give  anyone  the  mistaken  impression 
that  federal  regulators  can  protect  companies  from  Investment  excesses  or 
bad  judgment. 
CFTC  BACKGROUND 

As  you  know,  the  CFTC  regulates  the  world's  largest  organized 
derivatives  markets.  Despite  the  current  attention  being  focussed  on  the 
OTC  derivatives  markets,  the  Commission  wishes  to  remind  the  committee 
of  its  continuing  vigilance  in  the  oversight  of  the  exchange-traded  futures 
markets  and  in  its  administration  of  the  Commodity  Exchange  Act.  Further, 
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the  Commission  has  implemented  many  of  the  improvements  in  the 
regulation  of  these  markets  called  for  during  the  Commission's  last 
reauthorization.  Moreover,  the  Commission  is  aware  that  the  increasing 
globalization  of  these  markets  and  the  growth  of  OTC  business  require  that 
it  continuously  review  its  rules  to  permit  U.S  exchanges  to  remain 
competitive.  We  have  undertaken  just  such  a  review  in  connection  with  our 
consideration  of  the  CBT  and  CME  petitions  for  exemptions  for  professional 
futures  markets  and  in  our  recent  competitiveness  study.  In  addition  to  the 
need  to  keep  pace  with  changes  in  the  exchange-traded  markets,  it  is  also 
important  that  we  have  the  resources  to  keep  abreast  of  developments  in 
the  OTC  markets,  to  address  problems  in  those  markets  and  to  provide 
expertise  and  assistance  to  other  regulators  who  may  also  be  addressing 
various  issues  relating  to  the  OTC  derivatives  markets. 

The  CFTC's  primary  regulatory  concerns  regarding  exchange-traded 
derivatives  are  similar  to  those  being  raised  In  connection  with  OTC 
derivative  markets  - 

o      protecting  the  financial  system  from  disruption  and 
economic  displacement;  and 
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o       protecting  customers  from  inappropriate  marketing 
and  fraud. 

Although  In  any  deliberations  concerning  derivatives  we  must  be 
careful  to  distinguish  between  exchange-traded  products  and  OTC 
products,  nevertheless,  the  risk  management  techniques  currently  used  to 
handle  market  risk  and  prevent  systemic  effects  in  the  exchange  traded 
environment  may  also  be  instructive  for  OTC  dealer  markets.  These 
techniques  include  obtaining  information  on  exposures,  marking  positions 
to  market  and  performing  stress  simulations  to  assess  the  consequences 
of  potential  large  market  moves.  The  Commission  has  offered  its 
considerable  expertise  in  this  area  to  the  ongoing  discussions  among  the 
various  domestic  and  international  regulators  on  prudential  supervision  of 
OTC  derivatives. 
The  Derivatives  Reports 

The  CFTC's  own  report,  issued  In  October  1993,  in  response  to 
concerns  of  our  oversight  committees  emphasized  the  following  areas  for 
review: 

o       data 

o       disclosure 
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o        internal  controls 

o        clearing 

o       scope  of  regulatory  oversight. 

The  CFTC  report  supported  the  concept  of  functional  regulation, 
tailored  to  specific  markets  and  participants.  We  also  took  the  view  that 
structural  changes  affecting  the  markets  must  be  carefully  conceived  to 
assure  that  they  improve  existing  protections  without  unnecessarily 
hampering  innovation  or  the  prudent  uses  of  risk  shifting  instruments.  But 
the  CFTC  went  beyond  simply  noting  that  further  harmonization  and 
coordination  is  desirable.  The  CFTC  recommendations  led  to  a 
reinvigoration  of  the  President's  Working  Group  on  Financial  Markets,  as  a 
mechanism  to  coordinate  federal  regulatory  efforts  in  this  area.  In  this 
regard,  the  President's  Working  Group  has  made  progress  in  achieving 
those  results. 

As  you  know,  the  GAO  report  findings  in  many  ways  parallel  those  of 
the  Commission.  There  are  many  areas  where  the  spirit  of  the  two  reports 
are  in  substantial  agreement.  These  include  the  call  for  improved 
accounting  disclosures  by  end-users,  dealers  and  intermediaries.  In 
addition,  the  CFTC  and  GAO  reports  also  agree  that  effective  internal 
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controls  are  integral  to  appropriate  risk  management  and  proper  supervision 
of  activities  involving  any  financial  product. 

In  this  regard,  the  CFTC  construes  its  own  financial  and  "supervision" 
standards  as  requiring  regulated  firms  to  maintain  internal  controls  meeting 
certain  performance  standards.  Indeed,  the  Commission  has  brought  a 
number  of  enforcement  cases  charging  failure  to  report  material 
inadequacies  in  rnternal  controls,  including  cases  against  exchanges  and 
public  accounting  firms. 

In  addition,  both  reports  agree  that  international  coordination,  as  well 
as  coordination  among  domestic  regulators,  is  necessary.  In  this  regard, 
the  CFTC  has  issued  a  Joint  Statement  with  the  U.K.  Securities  and 
Investment  Board  and  the  SEC  supporting  seven  core  internal  controls  as 
"best  practice"  for  further  attention  by  self-regulatory  organizations  and 
practitioners.  The  CFTC  is  also  participating  in  a  project  of  IOSCO,  art 
international  organization  of  regulators,  addressing  these  issues. 

The  CFTC  report  assigns  a  high  priority  to  establishing  an  interagency 
inventory  of  available  data  on  OTC  transactions.  Similarly,  the  GAO 
supports  the  concept  of  reporting  essential  transactional  and  exposure  data 
on  these  transactions  to  a  central  data  base  to  be  shared  among  financial 
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regulators.  The  Commission  already  receives  electronically,  day-to-day 
position  information  on  all  firms  and  large  traders  in  the  markets  it  regulates 
as  well  as  information  relating  to  daily  settlements.  This  information  can  be, 
and  has  been,  shared  with  other  financial  regulators.  The  Commission  has 
also  proposed  rules  requiring  registrants  to  provide  information  on  the 
activities  of  affiliates  that  pose  material  risks  to  the  regulated  entity.  Similar 
information  is  collected  by  the  SEC. 
Need  for  Legislation 

Despite  these  significant  areas  of  agreement  between  the  CFTC  and 
GAO  reports,  at  this  time  the  CFTC  cannot  support  the  conclusion  that  there 
are  significant  regulatory  gaps  which  can  be  addressed  only  through  new 
legislation.  We  believe  that  before  seeking  broader  legislative  mandates, 
each  of  the  other  regulators  should  also  carefully  analyze  the  scope  of  its 
existing  authorities  to  assure  that  they  are  employed  to  the  fullest  extent  to 
achieve  needed  protections.  To  this  end,  the  CFTC  is  prepared,  in 
consultation  with  the  other  regulators,  to  draw  on  its  existing  authorities  in 
cooperation  with  other  financial  regulators,  to  address  any  perceived 
regulatory  gaps.  Existing  law  gives  the  CFTC  significant  authority  which  can 
be  explored  as  a  means  of  reaching  such  results.   Specifically,  the  CFTC 
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could  modify  the  participant,  design  and  execution  criteria  of  its  current 
exemptions  for  OTC  products  to  address  particular  regulatory  problems 
which  have  developed,  or  which  may  develop,  in  these  markets. 

In  sum,  the  Commission  believes  that  it  is  uniquely  well  positioned  to 
contribute  its  authority  to  achieve  comprehensive  oversight  of  the  OTC 
derivatives  markets.  However,  we  believe  that  before  seeking  broader 
legislative  mandates,  the  scope  of  existing  regulatory  authority  should  be 
examined  to  assure  that  they  are  employed  to  the  fullest  extent  necessary. 
Data  being  developed  from  the  markets  suggest  that  the  manner  in  which 
OTC  derivatives  dealers  operate  may  require  a  differentiated  regulatory 
approach,  drawing  on  various  elements  of  existing,  different  regulatory 
structures.  The  Working  Group  on  Financial  Markets  is  moving  in  this 
direction. 

The  CFTC  asks  that  this  short  statement  and  its  long  testimony  which 
contains  more  detailed  exposition  of  these  issues,  be  included  in  the  record 
of  this  hearing.  I  would  be  happy  to  respond  to  any  questions  the 
Chairman  or  members  of  this  Subcommittee  may  have. 

(Attachments  follow:) 
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STATEMENT  OF  ANDREA  M.  CORCORAN 

DIRECTOR 

DIVISION  OF  TRADING  AND  MARKETS 

COMMODITY  FUTURES  TRADING  COMMISSION 

before  the 

SUBCOMMITTEE  ON  CONSERVATION,  CREDIT 

AND  RURAL  DEVELOPMENT 

COMMITTEE  ON  AGRICULTURE 

U.S.  HOUSE  OF  REPRESENTATIVES 
June  14,  1994 

Mr.  Chairman,  members  of  the  Subcommittee.  The  Commodity 
Futures  Trading  Commission  ("CFTC"  or  "Commission")  appreciates 
this  opportunity  to  testify  before  its  oversight  Committee 
concerning  the  CFTC  Report  on  derivatives  released  in  October  1993, 
the  more  recent  General  Accounting  Office  report  on  derivatives 
(GAO  Report) ,  and  implementation  of  the  Futures  Trading  Practices 
Act  of  1992  (FTPA)  insofar  as  it  relates  to  OTC  derivative 
transactions. 
Summary 

As  you  know,  the  CFTC  oversees  U.S.  commodity  futures  and 
options  markets  under  a  regulatory  structure  specifically  designed 
to  address  the  risks  created  by  potentially  volatile  derivative 
products  which  hedgers  use  to  shift  financial  risk  and  speculators 
use  to  seek  monetary  gain.  This  regulatory  structure  has 
functioned  effectively  and  efficiently  for  seventy  years  —  and  it 
has  done  so  without  a  government-sponsored  insurance  fund.  The 
CFTC,  like  other  federal  financial  regulators,  has  worked  hard  to 
identify  and  address  the  potential  risks  and  implications  of  over- 
the-counter  ("OTC")  derivative  products.    In  this  regard,  the 
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Commission,  as  mandated  by  the  FTPA,  completed  the  first 
comprehensive  study  of  the  OTC  derivatives  markets  by  a  government 
agency  in  October  1993.  In  addition,  the  CFTC  has  been  quite 
active  in  addressing  issues  relating  to  the  regulation  of  these 
instruments.   Specifically,  the  Commission  has: 

*  provided  legal  certainty  under  the  CEA.for  off-exchange 
trading  of  certain  derivatives  products  by  "appropriate 
persons"; 

*  proposed  new  reporting  requirements,  both  of  the 
exception  and  routine  variety,  respecting  liquidity  and 
OTC  risks  in  material  affiliates  of  futures  brokers; 

*  proposed  better  disclosure  of  counterparty  risks  by 
certain  end-users  regulated  by  the  Commission  (pools) ; 

*  participated  in  international  fora  attempting  to  develop 
common  regulatory  approaches  to  OTC  derivatives; 

*  entered  certain  information  sharing  agreements  covering 
"key-related"  foreign  affiliates  of  futures  brokers; 

*  supported  improvement  of  accounting  disclosures  for  all 
financial  instruments,  including  those  based  on 
commodities; 

*  reviewed  its  large  trader  reports  to  identify  some 
potentially  active  end-users;  and 

*  offered  to  support  other  regulators'  efforts  with  the 
regulatory  authority  over  off-exchange  products  which  we 
have  at  our  disposal. 
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The  CFTC's  efforts  in  this  area  are  supplemented  by  the 
cooperative  efforts  of  the  federal  financial  regulators  represented 
in  the  President's  Working  Group  on  Financial  Markets.  The 
interagency  coordination  among  federal  financial  regulators 
reflects  the  reality  of  the  derivatives  marketplace  —  an  arena 
that  encompasses  a  wide  array  of  products,  combining  conventional 
economic  interests  into  new  configurations  that  implicate  multiple 
regulatory  structures.  The  very  nature  of  this  marketplace  makes 
coordination  among  federal  financial  regulators  vital. 
The  President's  Working  Group  on  Financial  Markets  is  uniquely 
equipped  to  coordinate  interagency  efforts  involving  OTC 
derivatives,  to  consider  whether  new  regulatory  approaches  are 
needed,  and  to  formulate  recommendations  to  Congress  concerning  any 
necessary  legislative  actions.  The  Working  Group  has  undertaken 
initiatives  to  address  many  of  the  important  issues  presented  by 
OTC  derivatives  to  date.  These  initiatives,  and  individual 
initiatives  of  the  various  financial  regulators  pursuant  to 
existing  authorities,  are  essential  preconditions  to  assuring  that 
any  needed  legislative  approach  is  effective.  At  this  time  the 
CFTC  believes  that  legislative  action  relating  to  OTC  derivatives 
is  unnecessary.  We  also  believe  that  each  regulator  promptly 
should  explore  the  full  extent  of  initiatives  permitted  under 
existing  legal  authority.  The  CFTC  has  issued  its  own  report  in 
this  area  and  is  in  the  process  of  evaluating  its  options, 
particularly  in  regard  to  its  exemptive  authority,  to  ensure 
comprehensive  oversight  of  the  OTC  markets.  The  CFTC  also  stands 
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ready  to  support  cooperative  efforts  with  information  from  its  data 
systems  and  its  extensive  expertise  in  addressing  the  oversight  of 
derivative  markets  and  to  draw  on  its  significant  existing 
authority  as  needed  and  appropriate. 

My  testimony  will  address  three  main  topics:  (1)  the  existing 
federal  regulatory  structure  for  U.S.  commodity  futures  and  options 
transactions  --  the  world's  largest  organized  derivative  markets  — 
as  that  structure  bears  upon  the  current  debate  concerning  OTC 
derivative  transactions;  (2)  recent  CFTC  actions  relevant  to  OTC 
derivatives,  including  our  October  1993  report  on  "OTC  Derivative 
Markets  and  Their  Regulation";  and  (3)  the  CFTC's  views  concerning 
the  findings  and  recommendations  of  the  GAO  Derivatives  Report. 
I.  The  CFTC  Regulatory  Framework  for  Derivatives 
The  CFTC  oversees  the  world's  largest  organized  derivative 
markets  --  the  U.S.  comnodity  futures  and  commodity  option  markets. 
The  federal  regulatory  structure  under  which  these  markets  have 
grown  and  prospered  requires,  with  limited  exceptions,  that  all 
futures  transactions  r.ust  occur  on  regulated  exchange  markets. 
Further,  such  transactions  must  be  effected  through  regulated 
intermediaries,  subject  to  rules  requiring  risk  disclosure,  minimum 
net  capital,  segregation  of  customer  funds,  reporting, 
recordkeeping,  supervision  of  accounts  and  other  obligations.  The 
exchange-trading  requirement  was  designed  to  foster  both  customer 
protection  and  market  integrity  by  creating  a  centralized  auction 
market  for  open  and  competitive  trading,  by  open  outcry  or  simi- 
larly competitive  means,  protected  against  price  manipulation  and 
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abusive  trade  practices.  These  markets  serve  as  a  price  discovery 
mechanism  for  users  of  the  markets  as  well  as  cash  market 
participants  and  the  general  public.  Furthermore,  hedgers  use 
these  markets  to  meet  their  changing  risk-shifting  needs. 

In  1974,  by  creating  the  CFTC  as  an  independent  regulatory 
agency.  Congress  also  assured  that  the  Commodity  Exchange  Act 
("CEA"  or  "Act")  would  provide  a  comprehensive  regulatory  structure 
for  all  futures  transactions.  The  Act  vests  the  CFTC  with  exclu- 
sive jurisdiction  over  futures  contracts  (and  commodity  options) 
not  only  on  traditional  agricultural  commodities  but  also  on 
interest  rates,  exchange  rates  and  other  financial  interests, 
including  "all  other  goods  and  articles  .  .  .  and  all  services, 
rights,  and  interests  in  which  contracts  for  future  delivery  are 
presently  or  in  the  future  dealt  in."-''  Over  the  past  twenty  years, 
banks,  insurance  companies,  pension  plans  and  other  institutions 
have  discovered  with  respect  to  financial  products  what 
agricultural  producers  and  processors  knew  since  the  1920' s  —  that 
futures  contracts,  properly  used,  can  be  employed  to  hedge  cash 
market  price  exposures  and  thereby  stabilize  revenue  flows.  In 
addition  to  these  direct  benefits  obtained  by  financial  institu- 
tions, other  market  participants  use  the  futures  markets  to  price 
commercial  transactions  and  the  existence  of  such  markets  increases 
price  efficiency. 

I  mention  the  Commodity  Exchange  Act  model  because  it  is  a 
regulatory  structure  specifically  designed  to  manage  the  risks 
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created  by  derivative  products,  and  it  is  a  regulatory  model  of 
proven  effectiveness.-''  Further,  because  of  certain  common  risk 
characteristics  of  the  transactions  and  linkages  between  OTC  and 
exchange  markets,  the  existing  structure  for  exchange-traded 
futures  and  commodity  option  transactions  may  provide  a  useful 
reference  point  for  evaluating  the  potential  risks  and  regulatory 
implications  of  OTC  derivative  transactions.  Indeed,  one  of  the 
tasks  for  market  participants,  and  potentially  for  regulators,  is 
to  determine  whether  applying  some  of  the  safeguards  and  risk 
management  systems  of  exchange  markets  makes  sense  in  the  OTC 
derivatives  context. 

A.   Financial  Integrity  Protections 

The  futures  markets  have  been  laboratories  for  developing 
regulatory  mechanisms  intended  to  reduce  the  potential  for  a 
default  by  one  or  more  market  participants  to  "spill  over," 
creating  financial  problems  for  other  market  participants.  The 
financial  integrity  safeguards  of  futures  markets  are  designed  to 
assure  the  integrity  of  all  futures  transactions,  notwithstanding 
price  volatility  in  the  marketplace  and  the  degree  of  "leverage" 
that  may  be  involved  in  a  trader's  activities.  These  requirements 
apply  to  intermediaries  acting  for  customers  in  regulated  futures 
transactions  and  to  the  futures  exchanges  on  which  the  transactions 


The  CFTC's  exercise  of  its  recently  granted  authority  to 
exempt  from  this  regulatory  structure  certain  OTC  transac- 
tions, such  as  swaps,  that  have  some  characteristics  of  future 
contracts,  is  discussed  later  in  this  testimony. 
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are  executed.-''  Credit  risk  generally  is  removed  from  all  posi- 
tions on  futures  markets  by  daily  marking-to-market  and  payment  of 
gains  and  losses  on  all  open  positions.  The  financial  integrity  of 
exchange-traded  futures  transactions  is  supported  by  clearing 
organizations  which  clear,  settle  and  guarantee  performance  of 
obligations  to  their  clearing  members.  Futures  clearing  organi- 
zations are  subject  to  CFTC  oversight,  including  review  and 
approval  of  their  rules.  Clearing  organizations  impose  their  own 
capital  requirements  for  clearing  members,  generally  at  levels 
significantly  above  the  ninimum  capital  requirements  established  by 
the  CFTC.  The  futures  exchanges  also  maintain  a  database  that 
compiles  aggregate  settlement  gains  and  losses  and  margin  surpluses 
and  deficits  on  a  crcss-inarket  basis.  This  enables  clearing 
organizations  to  assess  risks  to  their  members  at  other  exchanges. 
The  futures  margin  system  is  a  key  financial  protection, 
whereby  both  parties  to  a  trade,  the  buyer  and  the  seller,  make 
initial  performance  bond  margin  deposits.  The  exchange  clearing 
organizations,  in  addition  to  requiring  standing  (original)  margin 
for  each  futures  contract,  also  make  daily  mark-to-market 
settlements,  collecting  variation  margin  on  losing  positions  and 
distributing  all  profits.  Most  futures  exchanges,  including  the 
largest  exchanges,  collect  such  variation  margin  on  an  intra-day 


-''    These  requirements  do  not  apply  to  end-users  or  customers. 
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basis  and  all  exchanges  have  authority  to  do  so  in  volatile 
markets.-' 

FCM  minimum  capital  requirements,  financial  reporting 
requirements,  including  early  warning  procedures  triggered  by 
declines  in  firm  capital  and  other  specified  events,  and  customer 
funds  protections  all  help  to  assure  that  customer  funds  and 
property  deposited  with  a  broker  or  accruing  as  a  result  of 
transactions  effected  through  the  broker  are  secure.  FCMs  are 
required  to  maintain  internal  controls  that  meet  minimum 
performance  standards  and  to  undergo  independent  audits  at  least 
annually  to  determine  whether  there  are  any  material  inadequacies 
in  such  internal  controls.  For  example,  FCMs'  internal  systems 
must  be  sufficient  to  prevent  certain  types  of  violations  of  the 
law,  such  as  non-current  books  and  records  or  insufficient  funds  to 
meet  customer  obligations.  The  Commission  has  proposed  rules  to 
implement  recently  granted  risk  assessment  authority  relating  to 
affiliates  of  regulated  intermediaries  and  is  engaging  in 
conversations  with  other  financial  regulators  and  the  industry  to 
assure  its  rules  complement  other  financial  data  collection 
improvements . 


The  proportion  of  margin  called  for  and  collected  on  an  intra- 
day  basis  is  very  substantial.  The  Chicago  Mercantile 
Exchange,  for  example,  on  which  the  largest  volume  of  stock 
index  futures  trading  occurs,  routinely  collects  80%  of  the 
variation  margin  due  for  that  day's  trading  on  an  intra-day 
basis. 
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B.   Market  Integrity  Protections 

The  CFTC  employs  a  comprehensive  market  surveillance  system, 
designed  to  maintain  competitive  markets  by  detecting  and  pre- 
venting threats  of  price  manipulation  or  other  market  disruptions. 
This  system  collects  data  from  each  firm  carrying  positions  on  each 
market.  CFTC  also  collects  data  on  large  trader  positions  (that 
is,  positions  exceeding  specified  reporting  thresholds)  in  all 
futures  and  commodity  option  contracts.  This  enables  the 
Commission  to  identify  promptly  the  significant  traders  in  each 
market  and  the  size  of  their  positions.  These  reports  are 
important  not  only  for  the  CFTC's  own  market  surveillance  but  may 
also  help  to  identify  large  participants  in  OTC  markets,  since 
large  OTC  derivatives  participants  are  likely  to  also  use  futures 
markets  in  managing  their  risks.  The  CFTC  has  reviewed  its  large 
trader  reports  to  identify  some  potentially  active  derivatives  end- 
users.  In  addition,  for  many  designated  contract  markets,  the 
Commission  establishes  and  enforces  prophylactic  rules  regarding 
the  maximum  permitted  size  of  speculative  positions.  In  other 
contract  markets,  exchanges,  subject  to  Commission  approval  and 
oversight,  set  and  enforce  speculative  position  limits  or, 
alternatively,  position  accountability  rules.  Under  Commission 
oversight,  the  exchanges  also  enforce  daily  price  limit  moves  and, 
with  respect  to  stock  index  markets,  circuit  breaker  rules  to 
dampen  market  volatility  and  facilitate  daily  settlements.  As  part 
of  our  market  surveillance  program,  Commission  staff  communicate 
regularly  with  their  counterparts  at  other  government  agencies  and 
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at  the  self-regulatory  organizations,  as  well  as  directly  with 

market  participants,  to  monitor  the  markets  and  share  surveillance 

information. 

II .   CFTC  Actions  to  Address  OTC  Derivatives 

A.    Rulemakings  Pursuant  to  the  Futures  Trading  Prac- 
tices Act  of  1992 

The  Futures  Trading  Practices  Act  of  1992  ("FTPA")  gave  the 
Commission  broad  authority  to  exempt  OTC  products  that  might 
otherwise  be  subject  to  regulation  as  futures  contracts  from  the 
exchange  trading  requirenent  and  other  provisions  of  the  CEA.-^ 
This  grant  of  exemptive  authority  recognized  the  "need  to  create 
legal  certainty  for  a  nunber  of  existing  categories  of  instruments 
which  trade  today  outside  of  the  forum  of  a  designated  contract 
market."-'  Although  these  instruments  "may  contain  some  features 
similar  to  those  of  regulated  exchange-traded  products,"  Congress 
recognized  that  they  are  ''sufficiently  different  in  their  purpose, 
function,  design,  or  other  characteristics  that,  as  a  matter  of 
policy,  traditional  futures  regulation  and  the  limitation  of 
trading  to  the  floor  of  an  exchange  may  be  unnecessary  to  protect 
the  public  interest  and  nay  create  an  inappropriate  burden  on  com- 
merce."-'' The  Conference  Report  on  the  FTPA  stated  that  the  Con- 
ferees "expect[ed]  and  strongly  encourage[d]  the  Commission  to  use 


This  exemptive  authority  includes  the  power  to  put  conditions 
on  exemptions  and  to  grant  exemptions  for  stated  periods  of 
time. 

Conference  Report,  Futures  Trading  Practices  Act  of  1992,  H.R. 
Rep.  No.  978,  102d  Cong.,  2d  Sess.  at  80  (1992). 

Id. 
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its  new  exenptive  powers  promptly  upon  enactment  of  this  legisla- 
tion in  four  areas  where  significant  concerns  of  legal  uncertainty 
have  arisen:  (1)  hybrids,  (2)  swaps,  (3)  forwards,  and  (4)  bank 
deposits  and  accounts. "S' 

1.  Swaps.  Pursuant  to  the  Conferees'  direction  and  the 
exemptive  authority  granted  by  the  FTPA,  in  January  1993,  the  CFTC 
adopted  exemptive  rules  providing  a  safe  harbor  from  most  CFTC 
regulatory  requirements  for  swap  transactions  meeting  specified 
criteria.-''  The  exemption  is  limited  to  swap  agreements  entered 
into  by  "eligible  swap  participants,"  which  include  various 
categories  of  institutional  and  commercial  entities  and  natural 
persons  with  substantial  assets.  Eligible  swap  participants 
include,  for  example:  banks;  investment  companies;  commodity  pools 
with  total  assets  exceeding  $5,000,000;  corporations  or  other 
entities  which  have  total  assets  exceeding  $10,000,000  or  net  worth 
exceeding  $1,000,000  and  are  entering  into  the  swap  transaction  in 
connection  with  the  conduct  of  their  business;  employee  benefit 
plans  subject  to  the  Employee  Retirement  Income  Security  Act  of 
1974  with  total  assets  exceeding  $5,000,000;  governmental  entities; 
broker-dealers;  futures  commission  merchants;  and  natural  persons 
having  total  assets  exceeding  $10,000,000. 

In  addition  to  restricting  the  categories  of  those  eligible  to 
participate  in  exempt  transactions,  the  CFTC's  swaps  exemptive 
rules  impose  restrictions  upon  the  design  and  execution  of  the 


Id.  at  81. 

17  C.F.R.  Part  35  (1993) 
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transactions  that  distinguish  them  from  exchange-traded  futures 
contracts.  To  qualify  for  exemption:  the  swap  may  not  be  part  of 
a  fungible  class  of  agreements  that  are  standardized  as  to  their 
material  economic  terms;  the  creditworthiness  of  any  party  having 
an  actual  or  potential  obligation  under  the  swap  agreement  must  be 
a  material  consideration  in  entering  into  or  determining  the  terms 
of  the  swap  agreement;  and  the  swap  agreement  may  not  be  entered 
into  or  traded  on  a  multilateral  transaction  execution  facility  (a 
physical  or  electronic  transaction  execution  facility  in  which 
participants  can  simultaneously  effect  or  offset  transactions  and 
bind  both  parties) . 

The  CFTC  swaps  exemption  does  not  exempt  swaps  from  aii 
statutory  antifraud  and  manipulation  prohibitions.  However, 
qualifying  swaps  currently  are  subject  to  no  prescriptive, 
affirmative  requirements  regarding  the  conduct  of  the  transactions, 
other  than  the  participant,  design  and  execution  criteria  of  the 
exemptive  rules.—' 

2.  Hybrid  Instruments.  Also  pursuant  to  the  Conferees' 
direction  and  the  new  exemptive  authority  granted  by  the  FTPA,  the 
Commission  amended  its  Part  34  rules,  "Regulation  of  Hybrid  Instru- 
ments," in  January,  1993.—'  Under  the  revised  rules,  a  hybrid  is 


—  The  CFTC's  swaps  exemptive  provision  preserves  the 
applicability  of  statutory  antifraud  and  manipulation  prohibi- 
tions. These  prohibitions  are  applicable  to  specified  types 
of  conduct  involving  futures  and  options  contracts  or  the  cash 
market . 

— '  58  Fed.  Reg.  5680  (January  22,  1993).  This  rulemaking  is 
responsive  to  the  Conferees'  direction  with  respect  to  hybrids 
and  bank  deposits  and  accounts. 
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defined  as  a  financial  instrument  that  combines  characteristics  of 
commodity  futures  or  option  contracts,  or  both,  with  equity,  debt 
or  depository  instruments.  Eligibility  for  exemption  under  the 
revised  rules  is  based  upon  measurement  of  the  commodity  component 
of  the  instrument  as  compared  to  its  commodity-independent 
component.  If  the  instrument's  commodity  independent  component, 
that  is,  the  portion  of  the  instrument  that  is  subject  to 
regulation  under  the  securities  or  banking  laws,  is  of  greater 
value  than  the  commodity  component  —  and  if  the  other  criteria  of 
the  rule  are  satisfied  --  the  instrument  is  exempt  from  CFTC 
regulation.  The  Commission  limited  the  availability  of  the  Part  34 
exemption  to  hybrid  instruments  that  are  issued  or  sold:  (1) 
subject  to  applicable  federal  or  state  securities  or  banking  laws; 
and  (2)  to  persons  perr.itted  under  such  laws  to  purchase  or  enter 
into  the  hybrid  instruirier.t .—   The  exemption  is  based  on  the  con- 


12/ 


Further, 


(i)  the  issuer  must  receive  full  payment  of 
the  hybrid  instrument's  purchase  price,  and  a 
purchaser  or  holder  of  a  hybrid  instrument  may 
not  be  required  to  make  additional  out-of- 
pocket  payments  to  the  issuer  during  the  life 
of  the  instrument  or  at  maturity; 

(ii)  the  instrument  may  not  be  marketed  as  a 
futures  contract  or  a  commodity  option,  or 
except  to  the  extent  necessary  to  describe  the 
functioning  of  the  instrument  or  to  comply 
with  applicable  disclosure  requirements,  as 
having  the  characteristics  of  a  futures  con- 
tract or  a  commodity  option;  and 

(iii)  the  instrument  may  not  provide  for 
settlement  in  the  form  of  a  delivery  instru- 
ment that  is  specified  as  such  in  the  rules  of 

(continued. .  . ) 
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cept  that  a  hybrid  instrument  should  be  subject  to  regulation  in 
accordance  with  the  regulatory  framework  applicable  to  its  dominant 
component.—' 

3.  Energy  Contracts.  By  order  issued  April  13, 
1993,—'  the  CFTC  exempted  certain  contracts  for  the  deferred 
purchase  or  sale  of  specified  energy  products  from  regulation  under 
the  CEA.  The  order  applies  to  contracts  for  the  deferred  purchase 
or  sale  of  crude  oil,  condensates,  natural  gas,  natural  gas 
liquids,  or  their  derivatives  that  are  used  primarily  as  an  energy 
source.  The  contracts  must  be  entered  into  between  commercial 
participants  meeting  specified  requirements.  These  requirements 
relate  to,  among  other  things,  the  capacity  to  make  or  take 
delivery  and  regulated  status,  minimum  net  worth  or  total  assets, 
which  evidence  the  commercial  status  of  the  parties  and  distinguish 
the  exempted  transactions  from  those  required  to  be  effected  on 
approved  exchanges.  Under  the  order,  qualifying  contracts  are 
exempted  from  all  provisions  of  the  CEA  except  Section  2(a)(1)(B), 
the  so-called  "jurisdictional  accord"  between  the  CFTC  and  SEC,  and 
the  provisions  prohibiting  price  manipulation. 


— '  (...continued) 


a  designated  contract  market. 
17  C.F.R.  S  34.3(a)(3)  (1993). 
— '   58  Fed.  Reg.  at  5580,  5581  n.2. 
— '    58  Fed.  Reg.  21286  (April  20,  1993). 
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B,   The  CFTC  OTC  Derivatives  Report 

The  FTPA  directed  the  Commission  to  conduct  a  study  to 
determine,  inter  alia ,  the  size,  scope,  activities  and  potential 
risks  presented  by  the  markets  for  swaps  and  other  off-exchange 
derivative  financial  products,  the  need  for  additional  regulatory 
controls  applicable  to  these  products,  and  whether  a  single  federal 
regulatory  agency  should  regulate  such  products.  The  Commission's 
October  199  3  report,  OTC  Derivative  Markets  and  Their  Regulation 
("CFTC  Report"),  describes  the  various  legal  frameworks  applicable 
to  OTC  derivatives  transactions  and  stresses  the  "cross-regulatory" 
nature  of  the  issues  raised  by  OTC  derivatives.  The  CFTC  Report 
notes  that  systemic  and  public  policy  implications  of  these 
products  transcend  regulatory  boundaries. 

Although  the  CFTC  Report  does  not  recommend  any  fundamental 
changes  in  the  current  regulatory  structure  for  OTC  derivatives, 
the  Commission  recommended  the  establishment  of  an  interagency 
council  to  foster  regulatory  coordination  in  this  area  and  to 
identify  and  consider  common  regulatory  issues  raised  by  OTC 
derivative  products.  The  Commission  cited  the  President's  Working 
Group  on  Financial  Markets,  originally  established  to  address 
intermarket  issues  raised  by  the  October  1987  market  break,  as  a 
model  for  such  an  interagency  council.  The  CFTC's  Report  proposes 
several  suggested  agenda  items  for  the  recommended  interagency 
group,  including  the  following. 

1.  Information  Access.  The  Commission  cited  the  difficulty 
of  obtaining  comprehensive  information  concerning  OTC  derivative 
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transactions  as  perhaps  the  most  pressing  issue  in  this  area.  The 
Commission  recommended  that  federal  financial  regulators  should 
initially  focus  their  efforts  on  identifying  information  gaps  and 
needs,  including:  what  information  is  available  and  where  it  is 
located;  how  information  currently  collected  under  the  risk 
assessment,  capital  or  other  rules  of  the  various  regulators  could 
be  made  more  standardized;  whether  better  arrangements  for  the 
collection,  exchange  and  review  of  information  could  improve  its 
usefulness;  and  the  extent  to  which  existing  authority  is  suffi- 
cient with  respect  to  unregulated  end-users  and  unregistered  or 
foreign  entities  performing  intermediary  functions. 

2.  Pricing.  Disclosure  and  Risk  Valuation  Issues.  The  Report 
identifies  as  another  issue  for  interagency  consideration  the 
relative  lack  of  transparency  in  OTC  derivatives  markets,  including 
the  potential  impacts  of  price  opacity  upon  risk  management  and  the 
adequacy  of  financial  disclosure  concerning  OTC  derivatives. 

3.  Internal  Controls.  The  CFTC  Report  recommends  that 
federal  regulators  discuss  how  best  to  cooperate  in  reinforcing  the 
importance  of  sound  internal  risk  controls.  By  way  of  example,  the 
Commission  suggested  that  regulators  could  recommend  that  existing 
self-regulatory  organizations  ("SROs")  for  financial  intermediaries 
under  their  supervision  consider  adopting  guidelines  or  principles 
of  conduct  that  encourage  their  member  intermediaries  and  end-users 
to  employ  best  internal  control  practices.  In  addition,  member 
firms  could  be  encouraged  to  assure  that  the  counterparties  with 
whom  they  elect  to  do  business  likewise  maintain  adequate  internal 
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controls.  It  should  be  noted  that  the  CFTC  regulatory  structure 
for  exchange-traded  derivatives  includes  a  number  of  porf ormanoc 
standards  concerning  internal  controls,  including  a  requirement  for 
FCMs  to  obtain  third  party  audits  at  least  annually  to  verify 
whether  there  are  material  inadequacies  in  internal  controls,  as 
well  as  segregation,  capital  and  supervision  standards.  The  CFTC 
has  brought  a  number  of  enforcement  cases  against  registered  firms, 
accounting  firms  and  exchanges  for  internal  control  failures. 

4.  Clearing  Facilities  for  OTC  Derivatives.  The  Report 
recognized  that  proposals  for  clearing  systems  for  various  types  of 
OTC  derivatives  raise  many  issues  that  are  of  common  interest  to 
federal  financial  regulators  and  suggested  interagency  consid- 
eration of  these  cross-market  issues. 

5.  Scope  of  Regulatory  Oversight  Over  Dealers.  The  Commis- 
sion suggested  that  the  interagency  council  also  consider  issues 
raised  by  the  presence  of  OTC  derivative  dealers  that  are  not 
otherwise  subject  to  federal  oversight,  including  potential  or 
perceived  regulatory  gaps. 

C.   Participation  in  the  President's  Working  Group  on  Finan- 
cial Markets 

Following  the  CFTC's  recommendation  for  coordinated  inter- 
agency consideration  of  OTC  derivatives  issues  through  a  vehicle 
such  as  the  President's  Working  Group  on  the  Financial  Markets, 
Treasury  Secretary  Bentsen  wrote  to  the  members  of  the  Working 
Group  on  January  3,  1994.  He  requested  that  the  Group  consider 
several  new  developments  in  the  financial  markets,   including 
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specifically  the  growing  OTC  derivatives  markets.—^  Secretary 
Bentsen's  letter  noted  that  this  initiative  would  be  consistent 
with  the  CFTC's  recommendation  for  an  interagency  coordinating 
group  to  address  OTC  derivatives  issues. 

The  Working  Group  members  --  the  Secretary  of  the  Treasury, 
the  Chairman  of  the  Board  of  Governors  of  the  Federal  Reserve 
System  and  the  Chairmen  of  the  SEC  and  the  CFTC  --  as  well  as 
staff  representatives  from  each  agency,  have  been  meeting  on  a 
regular  basis  pursuant  to  Secretary  Bentsen's  request.  The  Working 
Group  has  undertaken  a  number  of  projects  relevant  to  OTC 
derivatives  that  relate  to  issues  identified  in  both  the  CFTC's 
Report  and  the  GAO  Derivatives  Report.  In  addition,  staff  members 
of  the  various  agencies  have  made  a  series  of  presentations 
addressing  internal  control,  risk  assessment,  and  other  issues 
relevant  to  OTC  derivatives  within  each  agency's  area  of  responsi- 
bility. Since  its  reactivation,  the  Working  Group  has  provided  an 
important  mechanism  for  collective  consideration  by  federal  finan- 
cial regulators  of  a  broad  range  of  issues,  including:  access  to 
information  concerning  OTC  derivative  transactions;  internal 
management  controls;  technical  improvements  in  legislation  designed 
to  give  greater  certainty  to  netting  arrangements;  the  development 
of  clearing  facilities  for  OTC  derivatives;  systemic  risk;  disclo- 
sure; and  customer  protection. 


—'        The  Comptroller  of  the  Currency  had  also  previously  called  for 
interagency  action  on  this  issue. 
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D.   Risk  Assessment  Rules 

In  response  to  a  CFTC  request,  Congress  included  in  the  FTPA 
new  authority  for  the  Cominission  to  obtain  information  concerning 
activities  of  FCM  affiliates  that  could  pose  material  risks  to  such 
regulated  firms.  The  FTPA's  risk  assessment  provisions  give  the 
CFTC  authority  that  closely  parallels  authority  granted  to  the  SEC 
in  the  Market  Reform  Act  of  1990,  which  the  SEC  implemented  in  July 
1992.  This  statutory  authority  recognized  that  the  operations  of 
regulated  FCMs  may  be  materially  affected  by,  and  are  best 
understood  in  the  context  of,  the  activities  of  their  affiliated 
entities,  many  of  which  may  be  unregulated.  Concomitantly,  the 
effectiveness  of  ongoing  financial  oversight  programs  may  depend 
upon  access  to  information  concerning  risks  to  the  FCM  created  by 
affiliate  activity.  Finally,  the  efficacy  of  regulatory  responses 
to  financial  problems  at  the  regulated  entity  may  be  enhanced  by 
access  to  information  concerning  relevant  affiliate  activity. 

The  Commission  has  proposed  rules  that  would  require  FCMs  to 
maintain  and  report  to  the  Commission  certain  information  con- 
cerning their  organizational  structure,  risk  management  policies, 
and  affiliate  activities  which  may  pose  material  risks  to  the 
financial  or  operational  condition  of  the  FCM.— ^  The  proposed 
rules  are  designed  to  facilitate  financial  oversight  of  FCMs  that 
are  part  of  holding  company  groups  whose  activities  may  affect  the 
FCM's  overall  financial  condition  or  in  which  the  group  maintains 
control  of  funding  outside  of  the  FCM. 


—  59  Fed.  Reg.  9689  (March  1,  1994) 


152 


-  20  - 

For  example,  under  the  proposed  rules  FCMs  would  be  required 
to  maintain  and  report  information  related  to  their  own  holdings, 
and  those  of  material  affiliates,  that  present  off-balance  sheet 
risk.  Such  holdings  would  include  swaps  and  over-the-counter 
securities  options.  The  reported  information  would  give  breakdowns 
of  swaps  by  type  (e.g. .  interest  rate,  foreign  currency)  and 
maturity,  since  the  risk  of  such  holdings  may  not  be  adequately 
reflected  under  existing  financial  rules.  FCMs  would  also  be 
required  to  maintain  records  and  file  quarterly  reports  on  open  ex- 
change-traded futures  positions  carried  in  accounts  on  behalf  of 
affiliates.  Large  positions  in  such  accounts  may  expose  the  FCM 
to  significant  risks  created  by  its  affiliates'  trading  activities 
relative  to  cash  flow  or  financing  shortages.  Such  positions  are 
not  subject  to  the  haircuts  applicable  to  an  FCM's  own  positions, 
nor  do  they  affect  an  FCM's  minimum  adjusted  net  capital 
requirement,  since  they  are  not  treated  as  customer  positions. 
Consequently,  additional  scrutiny  of  such  positions  may  be 
necessary  to  develop  a  full  risk  assessment  of  the  FCM's  condition. 

E.   International  Activities 

The  CFTC  concurs  with  the  GAO  that  the  market  for  derivative 
products  is  a  global  one.  The  size  and  scope  of  international 
activity  in  such  products,  particularly  at  market  centers,  reflects 
the  ease  with  which  such  products  can  cross  borders.  In  the 
exchange-traded  futures  markets  alone,  during  the  1980's,  46  new 
non-U. S.  futures  and  options  exchanges  in  24  different  countries 
commenced  derivatives  trading.  In  1993,  more  than  one-half  of  total 
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futures  exchange  volume  took  place  on  non-U. S.  markets.  This  being 
so,  international  coordination  and  harmonization  of  minimum 
requirements,  as  well  as  international  agreement  on  the  avail- 
ability and  legality  of  bilateral  close-out  netting,  are  increas- 
ingly relevant  to  both  the  adequacy  of  U.S.  prudential  supervision 
and  the  maintenance  of  the  U.S.'s  competitive  posture 
internationally. 

The  problems  at  Metallgesellschaft  ("MG") ,  which  required  a 
massive  debt  restructuring  that  is  still  ongoing,  are  ample 
evidence  that  the  interface  between  regulated  futures  and  OTC 
markets  is  an  international  issue.  The  Commission  worked  with  the 
exchange,  certain  other  financial  regulators  and  the  regulated 
entity  through  which  MG's  non-financial  affiliates  cleared  futures 
trades  in  addressing  the  potential  for  the  firm's  problems  to  have 
spill-over  effects. 

The  CFTC  has  made  effective  use  of  existing  information- 
sharing  arrangements,  which  include  the  capacity  to  exchange 
information  about  firms  regulated  in  other  jurisdictions  that  are 
key-related  affiliates  of  U.S.  firms.  However,  the  Commission 
believes  that  more  can  be  done  to  facilitate  the  flow  of 
information  for  supervisory  purposes  among  financial  regulators. 
Thus,  for  example,  it  is  currently  discussing  new  expanded 
Financial  Information  Sharing  Memoranda  of  Understanding  with  the 
United  Kingdom  and  the  Netherlands,  respectively.  The  CFTC  also 
participates  actively  in  the  International  Organization  of 
Securities  Commissions  ("IOSCO")  working  parties  on  derivatives 
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comprised  of  members  of  the  Technical  Committee  and  the  Development 
Committee.  IOSCO  Working  Party  3,  which  previously  developed 
principles  for  financial  supervision  of  conglomerates,  currently  is 
examining  OTC  derivatives,  addressing,  among  other  things,  data 
collection,  lead  regulators,  and  a  map  of  the  existing  regulatory 
structures  pertaining  to  these  transactions. 

The  Commission  is  drafting  a  consultative  paper  on  internal 
control  performance  objectives  for  that  Working  Party.  The  paper, 
if  adopted  by  IOSCO,  will  seek  comment  by  regulators  and  OTC 
derivatives  market  participants  on  the  extent  to  which,  and  the 
methods  whereby,  regulators  may  wish  to  encourage  or  require  the 
use  of  specified  internal  control  mechanisms,  by  regulated 
intermediaries  and  nonregulated  dealers,  to  manage  the  risks  of  OTC 
derivative  products. 

Under  the  auspices  of  the  IOSCO  Development  Committee,  the 
Commission  participates  in  a  Task  Force  which  is  identifying  the 
elements  of  the  regulatory  infrastructure  which  emerging  markets 


seeking  to  establish  exchange  derivative  markets  should  consider. 
The  Commission  also  joined  with  the  SEC  and  the  U.K.  Securi- 
ties and  Investments  Board  (SIB)  on  March  15,  1994  in  issuing  a 
Joint  Statement  setting  forth  an  agenda  for  action  concerning 
oversight  of  the  OTC  derivatives  market.  This  is  the  first 
international  understanding  among  futures  and  securities  regulators 
for  developing  and  coordinating  an  approach  to  the  OTC  derivatives 
market.   The  seven  point  program  includes: 

*    improving  international  oversight  of  OTC  derivatives 
trading  through  enhanced  information  sharing; 
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*  improving  risk  management  by  promoting  the  use  of  legally 
enforceable  netting  arrangements; 

*  addressing  concerns  about  excess  leverage  by  promoting 
the  establishment  of  prudent  risk-based  capital  charges 
and  increased  use  by  firms  of  stress  simulations  of 
severe  market  conditions; 

*  promoting  the  development  and  use  of  sound  management 
controls  as  part  of  an  effort  to  monitor  and  control 
firms'  activities  and  risk; 

*  encouraging  strengthened  standards  for  customer  protec- 
tion; • 

*  examining  the  regulatory  framev/ork  for  multilateral 
clearing  arrangements;  and 

*  promoting  improved  standards  for  accounting  recognition, 
measurement  and  disclosure. 

The  authorities  have  pledged  to  work  actively  with  other  domestic 

and  international  futures,  securities  and  financial  regulators  to 

promote  wider  regulatory  cooperation  and  are  committed  to  taking 

further  action   in  each  of  the  areas  specifically  mentioned. 

Japanese  regulatory  authorities  have  commented  favorably  on  this 

plan  of  action. 

III.   The  GAP'S  Findings  and  Reconunendations 

The   Commission   appreciates   the   efforts   of   the   GAO   in 

contributing  to  the  body  of  information  concerning  OTC  derivatives. 

In  general,  we  think  that  the  GAO's  principle  recommendations,  in 

spirit,  are  quite  similar  to  those  made  by  the  Commission  in 

October  1993.   We  do  not  comment  on  the  recommendations  made  to 

other  regulators  but  the  Commission  does  support  the  view  that  each 

agency  should   carefully  analyze  the   scope  of   its  existing 

authorities  to  assure  that  they  are  used  to  the  fullest  extent  to 
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address  needed  protections  before  seeking  broader  legislative 
action. 

A.   Principal  Findings 

GAO  cites  the  various  types  of  risks  posed  by  derivatives  and 
correctly  notes  that  these  general  types  of  risk  exist  for  many 
financial  activities.  GAO  also  finds  that  the  specific  risks  of 
derivatives  activities  are  relatively  difficult  to  manage,  due  in 
part  to  the  complexity  of  the  products  and  to  the  difficulty  of 
measuring  their  risks.  The  CFTC  generally  agrees  with  these 
comments  with  respect  to  OTC  derivative  transactions,  but  not  as 
applied  to  exchange-traded  derivatives,  which  are  subject  to 
effective  credit  and  market  risk  protections,  and  generally  do  not 
give  rise  to  legal  risk.  With  respect  to  OTC  derivatives,  however, 
the  CFTC's  Report  discusses  various  types  of  risks,  including  those 
cited  by  the  GAO.  Like  the  GAO  Report,  the  CFTC  Report  stresses 
the  importance  of  internal  controls  and  improved  disclosure.  GAO's 
finding  that  some  OTC  derivatives  dealers  do  not  have  an 
institutional  regulator  is  also  consistent  with  the  CFTC  Report, 
which  recommended  further  interagency  review  regarding  the 
existence  of  unregulated  OTC  derivative  dealers.  The  Commission 
concurs  in  GAO's  general  findings  concerning  the  need  for  improved 
accounting  standards  to  ensure  adequate  disclosure  of  derivatives 
activity  and  for  further  regulatory  coordination,  including 
international  efforts  to  address  OTC  derivatives. 
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B.   Recommendations  to  the  Financial  Regulators 

The  GAO  Report  includes  several  recommendations  applicable  to 
all  federal  financial  regulators.  These  recommendations  relate  to 
the  development  of  centralized  information  on  OTC  derivatives, 
capital  standards,  audit  committee  requirements,  reporting 
concerning  internal  controls,  annual  examination  of  major  deriva- 
tives dealers'  risk  management  systems,  and  providing  leadership  to 
harmonize  disclosure,  capital,  examination  and  accounting  standards 
for  derivatives. 

1,  Centralized  Database.  The  GAO  supports  the  concept  of 
establishing  a  central  database  for  reporting  essential 
transactional  and  exposure  data  on  OTC  transactions.  The 
Commission  currently  receives  electronically  transmitted,  day-to- 
day position  information  on  all  traders  in  the  markets  it 
regulates.  Further,  as  previously  noted,  we  are  currently  pursuing 
risk  assessment  information  on  activities  of  affiliates  that  pose 
material  risks  to  regulated  entities.  As  I  have  mentioned,  the 
CFTC  Report  stressed  the  importance  of  an  interagency  inventory  of 
available  data  and  urged  that  this  subject  be  made  an  early 
priority  for  interagency  review.  The  Working  Group  has,  indeed, 
initiated  a  project  designed  to  evaluate  the  extent  of  the  various 
agencies'  access  to  OTC  derivatives  data.  This  effort  encompasses 
the  specific  types  of  information  reported,  the  extent  to  which 
such  information  can  be  shared  with  other  regulators,  and  areas  in 
which  additional  data  are  desirable  or  necessary.  The  vast  variety 
of  OTC  product  types  and  market  participants  makes  the  subject  of 
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data  collection  complex  and  the  construction  of  an  inventory  of 

data   availability   in   itself   an   ambitious   undertaking. 

Consequently,  while  developing  a  centralized  database  (or  readier 

access  to  existing  databases)  may  be  desirable,  substantial  work 

remains  to  be  done  to  determine  how  such  a  database  can  be 

constructed  and  how  data  can  be  collected  in  a  manner  that  would 

make  a  centralized  repository  useful. 

2 .   Capital  Standards  and  Other  Requirements  for  Major  OTC 
Derivatives  Dealers 

The  GAO  recommends  that  financial  regulators  work  closely  with 
industry  representatives  to:  develop  consistent  capital 
standards  for  OTC  derivatives  dealers;  establish  specific  re- 
quirements for  independent,  knowledgeable  audit  committees  and 
internal  control  reporting  for  all  major  OTC  derivatives  dealers; 
and  perform  comprehensive  annual  examinations  of  the  adequacy  of 
major  OTC  derivatives  dealers'  risk-management  systems. 

The  Commission  has  expressly  endorsed  improving  internal 
controls  and  risk  management  practices  at  dealers  and  end-user 
firms.  The  Commission  also  believes  that  any  effort  to  harmonize 
capital  standards  or  other  risk  management  approaches  should  take 
two  additional  factors  into  account:  (1)  that  the  risks  of  OTC 
derivatives  may  require  treatment  that  draws  on  more  than  one 
regulatory  scheme;  and  (2) that  the  credit  risk  and  pricing  risks 
related  to  these  products  may  require  particularized  mcinagement  techniques.—' 


—'  The  Commission  is  aware  of  the  ongoing  domestic  and  interna- 
tional debate  on  capital  standards  generally.  See,  e.g. .  the 
SEC  Concept  Release,   58  Fed.   Reg.   27986   (May  4,   1993), 

(continued. . . ) 
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—'    (...continued) 

relating  to  the  appropriate  treatment  of  credit  risk,  options 
pricing  models  and  capital  treatment  of  so-called  derivative 
product  companies,  and  the  subsequent  SEC  proposal  permitting 
the  use  of  theoretical  pricing  models  for  calculating  capital 
charges  on  proprietary  positions  in  listed  options  and  related 
positions  (SEC  release  No.  34-33761)  for  which  the  comment 
period  closed  May  16,  1994,  59  Fed.  Reg.  13275;  and  the  April 
1993  proposals  of  the  Basle  Committee  on  Banking  and  Supervi- 
sion (formed  under  the  auspices  of  the  Bank  for  International 
Settlements)  on  netting,  market  risk,  and  an  interim  approach 
to  interest  rate  risk.  See  also,  paragraphs  II  and  III  of  the 
Joint  Statement  among  the  SEC,  CFTC  and  U.K.  SIB  issued  March 
15,  1994  which  state: 

II .  Netting  Arrangements 

Appropriate  netting  arrangements  that  are  legally 
enforceable  in  a  bankruptcy  proceeding  are  a  criti- 
cal component  of  risk  management  by  enabling  finan- 
cial market  participants  to  control  and  manage 
their  credit  exposure  to  counterparties.  The 
Authorities  will  promote  the  use  by  securities  or 
futures  firms  of  appropriately  designed  netting 
arrangements  which  the  Authorities  are  satisfied 
are  legally  enforceable.  Accordingly,  the  Authori- . 
ties  agree  that  applicable  capital  standards  should 
reflect,  to  the  extent  appropriate,  the  risk-reduc- 
ing characteristics  of  legally  enforceable  netting 
arrangements.  The  Authorities  will  promote  efforts 
to  achieve  mutually  acceptable  recognition  of 
netting  by  financial  regulators.  The  Authorities 
also  will  advocate,  as  appropriate,  amendments  to 
domestic  (and,  in  the  case  of  SIB,  EC)  insolvency 
and  other  relevant  legislation. 

III .  Capital  Standards 

The  Authorities  recognize  that  regulatory  capital 
is  a  critical  element  in  the  prudential  regulation 
of  securities  or  futures  firms  and  helps  to  address 
concerns  regarding  excessive  leverage  within  such 
firms.  Regulatory  capital  charges  should  address 
in  particular,  market  and  counterparty  risks,  and 
the  risks  involving  concentrated  exposures.  In 
this  context,  the  Authorities  believe  that  regula- 
tory capital  standards  should  encourage  incentives 
for  good  risk  management,  for  example,  by  reflect- 
ing the  risk-reducing  characteristics  of  legally 

(continued. . . ) 
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3 .   Coordination  and  Harmonization 

The  GAO  recommends  that  federal  regulators  provide  leadership 
in  working  with  industry  representatives  and  regulators  from  other 
major  countries  to  reach  common  types  of  objectives  in  disclosure, 
capital,  legal  requirements,  and  examination  and  accounting 
standards  for  derivatives.  This  proposal  is  consistent  with 
regulatory  efforts  already  underway,  both  domestically  and 
internationally.  In  advocating  such  efforts,  the  GAO  joins  a  long 
list  of  commenters  who  have  stressed  the  need  to  harmonize 
regulatory  efforts  in  this  area,  both  domestically  (among  U.S. 
securities,  futures,  banking  and  insurance  regulators)  and  among 
international  regulatory  authorities.  Because  derivatives  readily 
cross  borders  and  are  traded  by  institutions  subject  to  different 


— '  (...continued) 

enforceable  netting  arrangements  and  of  appropriate 
risk  management  techniques  which  satisfy  standards 
set  by  the  regulators.  The  Authorities  also  recog- 
nize that  prudential  supervision  of  the  regulated 
activity  must  address  in  an  appropriate  way  the 
risks  to  the  regulated  entity  posed  by  related 
entities,  for  example  by  the  reporting  of  informa- 
tion on  material  related  entities  by  the  regulated 
entity. 

The  Authorities  have  been  engaged  in  work  to  review 
and  (in  the  case  of  SIB,  in  order  to  implement  the 
EC  Capital  Adequacy  Directive)  to  modify,  as  appro- 
priate, their  capital  standards.  The  Authorities 
will  work  to  promote  the  establishment  of  prudent 
risk-based  capital  charges  for  securities  and 
futures  firms,  taking  into  account  prudential 
policies  on  customer  funds.  The  Authorities  also 
recognize  that  it  is  important,  for  prudential 
reasons,  for  securities  and  futures  firms  using 
proprietary  models  to  incorporate  and  to  undertake 
stress  simulations  approximating  severe  market 
movements. 
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regulators  within  most  jurisdictions,  ongoing  coordination  is 
essential  for  any  regulatory  approach  to  be  effective. 

The  CFTC  Report  on  OTC  derivatives  also  made  several  other 
significant  points  in  this  area.  It  singled  out  the  need  for 
coordinated  efforts  to  achieve  sensible,  effective  "institutional" 
regulation  without  unnecessary  duplication.  It  supported  the 
notion  of  functional  regulation  tailored  to  the  markets  and  partic- 
ipants to  which  it  applies.  Finally,  it  indicated  our  view  that 
structural  changes  to  the  markets  should  be  carefully  conceived  to 
assure  that  they  improve  existing  protections  without  unnecessarily 
hampering  innovation  or  impeding  prudent  uses  of  risk-shifting 
instruments.  Not  only  does  the  CFTC  agree  that  further 
harmonization  and  coordination  is  desirable,  it  has  taken  concrete 
action  to  achieve  those  goals.  The  CFTC  has  offered  to  support 
other  regulators'  efforts  using  its  the  regulatory  powers  over  off- 
exchange  products.  The  CFTC  also  spearheaded  reinvigoration  of  the 
President's  Working  Group  on  Financial  Markets,  which  we  believe  is 
well-suited  to  coordinate  federal  agencies'  efforts  in  this  area. 
Similarly,  the  CFTC  has  also  played  a  leadership  role  in  the 
international  community. 

C.   Reconunendations  to  Congress 

The  GAO  recommends  that  Congress  take  action  directed  toward 
the  regulation  of  OTC  derivatives  dealers  and  the  reconstruction  of 
the  entire  U.S.  financial  regulatory  system.  At  this  time  the 
Commission  cannot  support  the  conclusion  that  there  are  significant 
regulatory   gaps   which   can   only   be   addressed   through   new 
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legislation.  Rather,  the  regulatory  community  should  cooperatively 
explore  how  best  to  address  OTC  derivatives  issues  through  existing 
regulatory  authorities.  We  also  believe  that  before  seeking 
broader  legislative  mandates,  each  of  the  other  regulators  should 
also  carefully  analyze  the  scope  of  its  existing  authorities  to 
assure  that  they  are  employed  to  the  fullest  extent  to  achieve 
needed  protections.  Data  being  developed  from  the  markets  suggest 
that  the  manner  in  which  OTC  derivatives  dealers  operate  may 
require  a  differentiated  regulatory  approach,  drawing  on  various 
elements  of  existing,  different  regulatory  structures.  The  Working 
Group  on  Financial  Markets  is  moving  in  this  direction.  For 
example,  to  the  extent  the  entities  in  question  are  affiliates  of 
SEC  or  CFTC  registrants,  they  are  already  subject  to  those 
agencies'  risk  assessment  authorities.  Moreover,  better  internal 
controls  and  risk  management  practices  among  all  dealers  can  be 
encouraged.  The  CFTC  is  prepared,  in  consultation  with  other 
regulators,  to  drav;  on  its  existing  authorities  as  needed.  The 
CFTC  has  recently  taken  steps  to  promote  better  disclosure 
regarding  OTC  derivatives  transactions  by  collective  investment 
vehicles  active  in  the  futures  markets  (commodity  pools) .—'  CFTC 
staff  is  also  engaged  in  discussions  with  the  National  Futures 
Association  concerning  the  scope  of  existing  "know-your-customer" 
rules. 


—'  As  discussed  infra,  the  Commission  has  recently  proposed 
amendments  to  its  rules  governing  commodity  pool  operators  and 
commodity  trading  advisors  which  would  assure  disclosure  of 
risks  such  as  counterparty  creditworthiness  risk  relevant  to 
OTC  transactions.   See  59  Fed.  Reg.  25351  (May  16,  1994). 
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Finally,  all  market  participants  must  comply  with  the  access 
and  design  restrictions  contained  in  the  exemptions  the  CFTC  has 
granted  for  swaps  and  other  types  of  OTC  derivative  transactions. 
The  CFTC's  power  to  reevaluate  and  impose  additional  conditions  on 
those  exemptions  could  always  be  used  should  additional  regulation 
in  this  area  prove  to  be  warranted.  Alternatively,  this  authority 
is  an  important  regulatory  tool  which  could  be  used  in  consultation 
with  other  regulators  to  encourage  private  sector  initiatives. 

D.   Recommendations  to  FASB 

The  CFTC  believes,  as  noted  in  its  OTC  Report,  that  adequate 
financial  disclosures  by  end-users,  dealers  and  intermediaries  are 
vital.  To  this  end,  the  CFTC  endorses  improved  quantitative  and 
qualitative  accounting  disclosures,  pointing  out  that  the  "snap- 
shot" concept  of  financial  statements  is  ill-suited  to  measuring 
the  dynamic  risks  of  OTC  portfolios.  Such  improvements  should  be 
directed  to  all  off-balance  sheet  instruments  regardless  of  the 
nature  of  the  underlying  right  or  interest.  Additionally,  the  CFTC 
believes  it  should  be  made  clear  that  the  existing  fiduciary  and 
regulatory  disclosure  obligations  applicable  to  its  registrants 
require  risk  disclosures  by  intermediaries  that  take  into  account 
both  the  complexity  of  the  product  and  the  sophistication  of  the 
user.  The  CFTC  has  consistently  supported  improvement  of 
accounting  disclosures  for  all  financial  instruments,  including 
those  based  on  commodities. 
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Conclusion 

In  sum,  the  Commission  believes  it  is  uniquely  well  positioned 
to  contribute  its  authority  to  achieve  comprehensive  oversight  of 
the  OTC  derivatives  markets.  We  are  already  cooperating  with  other 
regulators,  both  domestic  and  international,  to  reach  this  goal. 
I  would  note,  however,  that  the  CFTC's  resources  are  already 
stretched  very  thin.  To  continue  the  various  initiatives  I  have 
described  in  this  statement,  along  with  maintaining  other 
regulatory  programs,  we  will  need  additional  resources.  The 
Commission  is  confident  that  this  Subcommittee  will  support  our 
efforts  to  obtain  those  resources. 
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COMMODITY  FUTURES  TRADING  COMMISSION 

2033  K  Street.  N.  W  ,  Washington.  DC  20581 

Sheila  C.Bair  October    25,     1993  (202)254-6970 

Actrng  Chairman 

LETTER  OF  TRANSMITTAL 


I  am  pleased  to  transmit  to  you  the  Commodity  Futures 
Trading  Commission's  Study  of  Swaps  and  Off-Exchange  Derivatives 
Trading  as  required  by  the  Conference  Report  to  accompany  P.L. 
102-546,  the  Futures  Trading  Practices  Act  of  1992.   The 
Conference  Committee  requested  the  study  in  order  to  provide 
Congress  with  information  to  assist  it  in  its  consideration  of 
future  legislation  relating  to  the  markets  for  derivative 
products.   The  study  includes  information  on  business 
transactions  and  market  participants;  the  information  is  provided 
consistent  with  the  Commission's  discretionary  authority  under 
section  8(b)  of  the  Commodity  Exchange  Act. 

Through  this  report,  the  Commission  has  attempted  to  provide 
an  overview  of  derivative  products  found  in  today's  marketplace 
and  their  attendant  risks,  as  well  as  a  survey  of  regulatory 
controls  and  risk  management  practices  currently  in  effect  in  the 
United  States.   In  its  recommendations,  the  Commission  has 
endeavored  to  identify  areas  of  concern  to  be  addressed  in  any 
future  attempts  to  impose  additional  legal  or  regulatory 
safeguards  and  to  ensure  the  integrity  of  the  over-the-counter 
derivatives  market.   During  the  development  of  this  study,  the 
Commission  consulted  with  representatives  of  the  Securities  and 
Exchange  Commission  and  the  Board  of  Governors  of  the  Federal 
Reserve  Board. 

Copies  of  this  submission  also  are  being  transmitted  to  all 
Members  of  the  Conference  Committee  on  P.L.  102-546.   The 
Commission  looks  forward  to  working  with  you  in  the  months  ahead 
on  the  many  issues  addressed  in  the  study. 

Respectfully  Submitted, 


Sheila  C.  Bair 
Acting  Chairman 
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EXECUTIVE  SUMMARY 


The  Conference  Committee  considering  the  CFTC's  1992 
reauthorization  legislation  directed  the  agency  to  conduct  a 
study  of  over-the-counter  (OTC)  derivative  markets  to  determine 
the  need,  if  any,  for  additional  regulation  of  these  markets,  to 
analyze  the  public  policy  implications  of  two  recent  court 
decisions,  and  to  consider  the  appropriateness  of  a  single 
federal  regulator  for  futures,  securities,  and  OTC  derivatives. 
Pursuant  to  this  directive,  the  following  Report  was  prepared  by 
the  Commission,  in  consultation  with  the  Securities  and  Exchange 
Commission  (SEC)  and  Board  of  Governors  of  the  Federal  Reserve 
Board  (Fed  or  FRB) . 

The  Report's  central  conclusion  is  that  while  no  fundamental 
changes  in  regulatory  structure  appear  to  be  needed  at  this  time 
to  address  issues  presented  by  the  growing  use  of  OTC 
derivatives,  greater  coordination  among  federal  financial 
regulators  would  help  assure  that  federal  oversight  remains 
adequate.   Finding  that  the  "systemic  and  public  policy  issues 
suggested  by  these  products  are  not  confined  to  any  single  market 
or  the  province  of  any  one  regulator,"  the  Report  recommends  the 
establishment  of  an  interagency  council  to  consider  common 
approaches  to  such  issues  as  market  information  access, 
transparency,  internal  management  controls,  and  the  development 
of  clearing  facilities  for  OTC  derivatives. 

(The  complece  report  is  held  In  the  committee  files.) 
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COMMODITY  FUTURES  TRADING  COMMISSION 

2033  K  Street,  N.  W.,  Washington,  DC  20581 

Bartara  Pedersen  Holum  (202)  254  -6970 

Acting  Chairman 

June  29,  1994 


The  Honorable  Tim  Johnson 

Chairman 

Subcommittee  on  Environment,  Credit, 

and  Rural  Development 
Committee  on  Agriculture 
U.  S.  House  of  Representatives 
1301  Longworth  House  Office  Building 
Washington,  D.C.   20515-6001 

Dear  Mr.  Chairman: 

On  June  14,  1994,  Mr.  Patrick  Arbor,  Chairman  of  the  Chicago  Board  of  Trade 
(CBT),  testified  before  the  Subcommittee  concerning,  among  other  things,  the 
disposition  by  the  Commodity  Futures  Trading  Commission  (CFTC  or  Commission)  of 
the  CBT's  petition  for  exemption  for  its  so-called  "professional  trading  market."  As  you 
know,  the  CBT's  petition  seeks  to  exempt  from  most  of  the  provisions  of  the 
Commodity  Exchange  Act  (Act)  and  the  Commission's  regulations  this  "professional 
trading  market"  for  any  instrument  traded  by  the  CBT  or  any  other  board  of  trade, 
including  futures  and  options  contacts. 

The  Commission  submits  this  letter  in  order  to  correct  the  record  before  the 
Subcommittee  so  that  it  will  be  complete  and  factual. 

In  his  testimony  Mr.  Arbor  principally  argues  that  the  Commission  has  been 
dilatory  in  its  approach  to  handling  the  CBT's  petition  especially  when  viewed  against 
the  other  exemptions  issued  by  the  Commission  pursuant  to  the  exemptive  authority 
granted  in  the  Futures  Trading  Practices  Act  of  1992  (1992  Act).   Specifically,  Mr. 
Arbor  attempts  to  contrast  the  Commission's  treatment  of  the  CBT's  petition,  which 
was  filed  with  the  Commission  on  June  30,  1 993,  with  the  exemptions  granted  by  the 
Commission  concerning  certain  swap  agreements,  hybrid  instruments  and  contracts 
involving  energy  products,  which  he  claims  were  issued  by  the  Commission  after  only 
a  few  months  consideration  following  enactment  of  the  1 992  Act.   As  is  more  fully  set 
forth  below,  however,  each  of  these  exemptions  was  not  only  the  result  of  regulatory 
processes  that  spanned  several  years,  but  was  explicitly  contemplated  and  strongly 
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encouraged  by  the  language  of  the  1 992  Act  itself  and  by  the  conference  committee 
which  agreed  to  that  language. 

Swap  Agreements.    The  Commission's  consideration  of  an  appropriate 
regulatory  approach  for  swaps  and  other  over-the-counter  derivatives  began  nearly 
ten  years  ago,  with  requests  to  the  Commission  for  review  of  various  types  of 
commodity-linked  products.   Since  then,  the  Commission  has  been  virtually 
continuously  involved  in  addressing  the  regulatory  implications  of  OTC  derivatives,  in 
general,  and  swaps  and  hybrid  products  in  particular.   In  December  1987  the 
Commission  published  for  comment  an  Advanced  Notice  of  Proposed  Rulemaking 
which  addressed  a  number  of  types  of  off-exchange  instruments  and  which  solicited 
public  comments  on  a  wide  range  of  issues.   Subsequently  in  July  1989,  after  a 
second  notice-and-comment  period,  the  Commission  issued  a  policy  statement  which 
established  a  safe  harbor  for  swap  agreements  meeting  certain  specified  criteria.  As  a 
consequence,  when  the  Commission  received  its  new  exemptive  authority,  the  actions 
proposed  and  commented  on,  and  ultimately  adopted  as  final  rules  in  January  1 993 
applicable  to  certain  swap  agreements,  were  based  on  this  policy  statement. 

Hybrid  Instruments.   The  Commission's  examination  of  a  regulatory  approach 
here  also  began  with  the  same  December  1 987  Advanced  Notice  of  Proposed 
Rulemaking  and  request  for  comments.   Based  upon  the  comments  received  and  its 
subsequent  experience,  the  Commission  in  January  1 989  proposed  rules  to  exempt 
certain  types  of  hybrid  instruments  meeting  specified  criteria,  and  adopted  a  statutory 
interpretation  which  recognized  an  exclusion  from  regulation  for  other  types  of 
hybrids.   Prior  to  that  release  the  Commission  had  considered  multiple  requests  to 
address  instruments  combining  aspects  of  futures  and  debt,  or  deposit  instruments. 
Following  an  extensive  comment  period  on  its  proposed  rules,  the  Commission 
adopted  final  rules  in  July  1989.   The  rules  adopted  in  1989  and  the  statutory 
interpretation,  together  with  the  experience  gained  by  the  Commission  in  administering 
them,  served  as  the  basis  for  the  proposal  and  ultimate  adoption  by  the  Commission 
in  January  1 993,  pursuant  to  its  new  authority,  of  rules  exempting  certain  hybrid 
instruments. 

Energy  Products.   Finally,  with  respect  to  commercial  contracts  involving  energy 
products,  the  Commission  began  receiving  inquiries  concerning  the  applicability  of  the 
Act  to  transactions  of  this  type  following  the  issuance  of  a  default  decision  in  the  case 
of  Transnor  (Bermuda)  Limited  v.  BP  North  American  Petroleum,  et  al..  738  F.  Supp. 
1472  (S.D.N.Y.  1990)  holding  that  Brent  contracts  executed  totally  outside  the  U.S. 
were  futures  contracts  subject  to  the  CEA  antimanipulation  provisions.   In  response, 
the  Commission  in  September  1990.  issued  a  statutory  interpretation  taking  the 
position  that  the  commercial  transactions  in  question  which  met  certain  criteria  were 
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excluded  from  regulation  under  the  Act  as  "cash  forward"  contracts.   Following  the 
enactment  of  the  1992  Act,  the  Commission  in  November  1992  received  a  petition  for 
exemptive  relief  concerning  certain  commercial  transactions  involving  energy  products. 
In  response,  the  Commission  published  a  proposed  order  which  would  provide 
exemptive  relief  to  certain  persons  engaged  in  contracts  involving  energy  products 
that  meet  certain  criteria  and.  following  a  public  comment  period,  adopted  a  final  order 
in  this  regard  in  April  1 993. 

As  these  chronologies  make  clear,  each  of  these  three  Commission  exemptive 
actions,  rather  than  taking  only  several  months,  as  has  been  suggested  by  Mr.  Arbor, 
instead  are  more  properly  described  as  the  culmination  of  a  deliberate  and  cautious 
exercise  by  the  Commission  of  its  regulatory  authority  which  spanned  much  of  the  last 
decade. 

It  is  also  important  to  note  that  in  exempting  these  swap  agreements,  hybrid 
instruments  and  energy  contracts,  the  Commission  was  acting  to  carry  out  the  will  of 
Congress,  which  had  been  aware  of  the  Commission's  actions  since  1987  and  which 
ultimately  granted  the  Commission  exemptive  authority  in  1992.   Indeed,  in  new 
section  4(c)(5)(B)  of  the  Act  Congress  provided  that  "promptly  following  the 
enactment"  of  the  1 992  Act  the  Commission  could  exercise  its  new  exemptive  authority 
with  respect  to  certain  classes  of  swap  agreements.   Similarly,  Congress  at  the  same 
time  added  new  section  4(c)(5)(A)  to  Act,  authorizing  prompt  Commission  exemptive 
action  "with  respect  to  classes  of  hybrid  instruments  that  are  predominantly"  securities 
or  depository  instruments.   Furthermore,  the  conferees  on  the  1992  Act  specifically 
recognized  a  need  to  create  legal  certainty  for  these  three  categories  of  instruments 
and  expressed  their  expectation  that  the  Commission  would  act  expeditiously  to 
provide  that  certainty.   H.R.  Rept.  978.  102  Cong..  2d  Sess.  80-83  (1992)  (Conference 
Report). 

In  his  testimony  Mr.  Arbor  also  stressed  his  perception  that,  unless  the  CBT's 
petition  is  granted  in  such  a  way  as  to  exempt  its  "professional  trading  market"  from 
most  of  the  provisions  of  the  Act  and  regulations  thereunder,  the  CBT  will  receive  less 
than  the  "fair  and  even-handed"  treatment  that  was  contemplated  by  the  conferees  on 
the  1992  Act  when  compared  to  those  who  have  been  provided  exemptive  relief  in  the 
area  of  swaps,  hybrids  and  energy  contracts.   See  Conference  Report  at  78.   To  be 
sure,  the  conferees  did  intend  as  a  general  matter  for  the  Commission  to  use  its 
exemptive  authority  in  a  "fair  and  even-handed  manner."   However,  they  also  made 
clear  their  intention  that  the  Commission  use  its  authority  "sparingly."   Conference 
Report  at  81.   In  particular,  the  conferees  emphasized  that  "[t]he  goal  of  providing  the 
Commission  with  broad  exemptive  powers  is  Qot  to  prompt  a  wide-scale  deregulation 
of  markets  falling  within  the  ambit  of  the  Act.  ]d.  (emphasis  added). 
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In  light  of  this  Congressional  admonition,  the  Commission  has  proceeded 
diligently  and  deliberately  in  evaluating  the  CBT's  exemptive  petition.   The  Commission 
is  mindful,  however,  that  "fair  and  even-handed"  treatment  does  not  mean  that 
differences  in  products  or  markets  should  be  ignored.   For  example,  the  swaps 
exemption  was  restricted  to  transactions  that  are  not  transacted  within  an  exchange  or 
central  market  context;  the  CBT  petition  is  limited  specifically  to  transactions  that  are. 
As  a  result,  while  the  swaps,  hybrids  and  energy  contract  exemptions  may  encompass 
many  statutory  and  regulatory  provisions  never  deemed  to  apply  to  these 
transactions,  the  CBT  seeks  exemption  from  a  wide  range  of  requirements  imposed 
under  the  Act  for  over  seventy  years,  and  specifically  designed  to  insure  the  market 
integrity  of  the  price  discovery  process.   As  Mr.  Arbor  himself  noted  in  his  testimony, 
the  Commission  when  it  published  the  CBT's  petition  did  indeed  specifically  request 
comment  on  a  number  of  these  significant  and  novel  issues. 

In  this  regard,  and  unlike  the  case  when  it  proposed  the  swaps,  hybrids  or 
energy  contract  exemptions,  the  Commission  has  received  comments  from  a  number 
of  its  sister  financial  regulators  which  raise  serious,  broad,  policy  concerns  about  the 
CBT's  petition  for  exemption.   For  example,  the  Securities  and  Exchange  Commission 
(SEC)  strongly  believes  that  the  CBT's  petition  is  too  broad  and  lacks  sufficient 
justification.   According  to  the  SEC,  an  appropriate  level  of  federal  regulatory  oversight 
of  exchanges  is  essential  to  maintain  market  integrity.   The  SEC  expressed  its  hope 
that  the  CFTC  will  carefully  weigh  and  consider  the  nature  and  extent  of  potential 
market  and  systemic  risk-including  to  the  securities  markets-associated  with  the  CBT 
proposal. 

Similarly,  the  Department  of  the  Treasury  (Treasury)  considers  the  CBT 
proposal  to  be  premature  and  overbroad.   In  the  Treasury's  view,  the  CBT  has  failed 
to  demonstrate  that  approval  of  its  proposal  would  be  in  the  public  interest.   Further, 
the  Treasury  believes  that  the  CBT  has  not  presented  sufficient  justification  that  the 
existing  regulatory  structure,  in  its  entirety,  is  so  harmful  to  competition  that  such 
broad  relief  is  necessary  for  it  to  compete  effectively. 

Finally,  the  Board  of  Governors  of  the  Federal  Reserve  System  (Board)  believes 
that  granting  such  a  broad  exemption  as  that  sought  by  the  CBT  may  have 
unintended  effects  on  market  integrity,  including  on  the  safety  of  the  clearing  systems 
of  the  exchanges.   This  potential,  according  to  the  Board,  calls  for  a  cautious 
approach  to  applying  the  Commission's  exemptive  authority  to  exchange-traded 
instruments  and  suggests  the  Commission  assess  whether  there  are  alternative  ways 
to  address  some  of  the  CBT's  concerns. 


176 


The  Honorable  Tim  Johnson 
Page  5 


Currently,  the  Commission  and  its  staff  are  in  the  process  of  carefully  reviewing 
the  thirty-six  comments  received  in  response  to  the  1 00  questions  contained  in  its 
publication  of  the  CBT's  petition  for  exemption,  especially  those  from  our  sister 
regulators  described  above. 

If  we  can  be  of  further  assistance  to  you  on  this  matter,  please  feel  free  to 
contact  me  or  Mr.  Mac  Smith,  the  Commission's  Director  of  Congressional  and 
Governmental  Affairs,  at  (202)  254-6372. 


Sincerely, 

Barbara  Pedersen  Holum 
Acting  Chairman 
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COMMITTEE  ON  AGRICULTURE 

UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

JUNE  14,  1994 

Mr.  Chairman  and  Members  of  the  Subcommittee: 

I  appreciate  this  opportunity  to  discuss  some  of  the  issues 
raised  by  the  reports  on  derivatives  markets  prepared  by  the 
Commodity  Futures  Trading  Commission  and  the  U.S.  General 
Accounting  Office.   Your  letter  of  invitation  also  requested  that 
Treasury  represent  the  views  of  the  Working  Group  on  Financial 
Markets.   I  would  like  to  state  at  the  outset  that  while  the 
Secretary  of  the  Treasury  is  the  chair  of  the  Working  Group  on 
Financial  Markets,  it  would  not  be  appropriate  for  Treasury  to 
represent  the  views  of  the  other  independent  agencies  that 
participate  in  the  Working  Group.   However,  I  will  be  able  to 
discuss  some  of  the  activities  and  discussions  of  the  Working 
Group  with  respect  to  derivatives.   I  am  the  senior  official 
representing  Treasury  in  the  staff  activities  that  support  the 
principals'  meetings. 
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Before  I  discuss  the  CFTC's  very  useful  report  on  OTC 
Derivative  Markets  and  their  Regulation.  I  want  to  comment  on  a 
few  matters  concerning  the  CFTC  itself. 

As  this  subcommittee  is  well  aware,  the  legislative  process 
that  culminated  in  the  Futures  Trading  Practices  Act  of  1992, 
which  reauthorized  the  CFTC,  was  long  and  arduous.   One,  though 
far  from  the  only,  much-debated  issue  in  that  process  was  the 
over-the-counter  or  OTC  derivatives  market.   The  participants  in 
this  fast-growing  market  were  anxious  to  remove  the  legal 
uncertainty  concerning  OTC  derivative  contracts  raised  by  the 
Commodity  Exchange  Act  (CEA) .   Representatives  of  the  futures 
industry  were  concerned  about  competition  in  the  risk- 
transference  business  from  less  regulated  competitors. 

One  of  the  landmark  provisions  of  the  Futures  Trading 
Practices  Act  was  the  exemptive  authority  in  Title  V  which 
enabled  the  CFTC  to  remove  the  legal  uncertainty  concerning  many 
over-the-counter  derivative  transactions  due  to  the  possible 
applicability  of  the  exchange  trading  requirement  of  the 
Commodity  Exchange  Act  to  these  contracts.   The  CFTC's  prompt  use 
of  its  new  exemptive  authority  in  order  to  remove  the  threat  that 
some  OTC  derivative  contracts  might  in  some  future  legal 
proceeding  be  found  to  be  illegal  under  the  CEA,  and  hence 
unenforceable,  was  a  very  positive  and  helpful  step. 
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The  Congress,  though,  in  reauthorizing  the  CFTC  decided  to 
renew  the  agency's  authorization  for  a  period  of  only  two  years. 
Given  the  short  period  that  has  elapsed  since  passage  of  the 
Futures  Trading  Practices  Act,  the  Treasury  Department  supports 
the  simple  reauthorization  bill  for  a  period  of  five  years  which 
has  been  introduced  by  Chairman  de  la  Garza  with  Chairman 
Johnson,  Mr.  Roberts  and  Mr.  Combest.   We  believe  that  the 
important  policy  discussions  can  and  should  be  severed  from 
discussion  of  the  CFTC's  authorization. 

Also,  the  Treasury  believes  that  it  is  premature  to  consider 
any  other  major  changes  to  the  CEA  concerning  OTC  derivatives  or 
any  other  subject  since  major  changes  to  the  CEA  were  enacted 
recently  after  a  deliberative  legislative  process  that  lasted 
three  years.   The  Treasury  has  not  concluded  that  other 
legislation  concerning  OTC  derivatives  is  necessary  or 
appropriate  at  this  time.   Each  of  the  federal  financial 
regulatory  agencies  we  have  spoken  with  is  reviewing  their 
regulatory  approaches  and  amending  and  updating  their  regulations 
and  guidance.   These  regulatory  agencies  have  not  exhausted  their 
existing  regulatory  authority  in  responding  to  the  new  policy 
challenges  the  OTC  derivatives  markets  pose. 

This  does  not  mean  that  we  may  not  see  a  need  for  the  CEA  to 
be  amended  before  five  years.   For  example,  the  Treasury  has  had 
a  continuing  interest  in  a  provision  of  the  Commodity  Exchange 
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Act  known  as  the  "Treasury  Amendment,"  a  provision  that  was  put 
into  the  CEA,  on  the  recommendation  of  the  Treasury  Department, 
in  1974  at  the  time  of  the  creation  of  the  CFTC  as  an  agency 
separate  from  the  Agriculture  Department.   Without  getting  into 
too  much  detail,  the  Treasury  Amendment  excludes  transactions  in 
foreign  currency,  government  securities,  and  a  list  of  other 
instruments  from  the  provisions  of  the  CEA  unless  such 
transactions  "involve  the  sale  thereof  for  future  delivery 
conducted  on  a  board  of  trade . "  The  Treasury  has  a  strong 
interest  in  the  foreign  currency  and  government  security  markets. 
In  recent  years,  we  have  been  concerned  that  a  narrow  reading  of 
the  Treasury  Amendment  could  stifle  innovation  and  have  other 
undesirable  impacts  on  the  government  securities  market,  which 
since  1986  has  been  subject  to  regulation  under  the  Government 
Securities  Act. 

Consequently,  we  were  pleased  with  the  Fourth  Circuit 
decision  in  the  Tauber  case,  which  holds,  among  other  things, 
that  options  in  foreign  currency,  whether  exercised  or  not,  are 
excluded  from  the  provisions  of  the  CEA.   We  are  sympathetic  to 
the  law  enforcement  concerns  of  the  CFTC  in  connection  with 
foreign  exchange  futures  contracts  marketed  to  the  general 
public.   We  are  prepared  to  work  with  the  CFTC  on  this  issue. 

The  CFTC's  October  1993  report  on  the  OTC  Derivative  Market 
and  their  Regulation  is  a  useful  survey  of  these  markets  and 
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their  regulation.   In  particular,  the  Treasury  agreed  with  the 
principal  recommendation  that  there  be  an  interagency  mechanism 
to  coordinate  government  policy  with  respect  to  OTC  derivatives. 
Shortly  after  the  release  of  the  CFTC's  report.  Secretary  Bentsen 
wrote  a  letter  to  the  other  principals  of  the  Working  Group  on 
Financial  Markets,  the  chairs  of  the  CFTC,  the  SEC,  and  the 
Federal  Reserve  Board,  that  effectively  reactivated  this  group 
(originally  created  by  Executive  Order  in  the  wake  of  the  1987 
stock  market  crash) ,  directed  Under  Secretary  Newman  to 
coordinate  Treasury's  efforts,  and  put  derivatives  as  a  major 
item  on  the  Working  Group's  agenda. 

The  principals  of  the  Working  Group,  along  with  staff,  have 
been  meeting  on  a  regular  basis,  approximately  every  four  to  six 
weeks.   As  someone  who  has  been  present,  I  can  assure  you  that 
these  meetings  are  substantive  and  have  had  an  impact  on  the  work 
of  and  cooperation  among  the  agencies  represented. 

The  staffs  of  the  agencies  noted  above  together  with  staff 
from  other  interested  agencies  and  bureaus,  including  the  Office 
of  the  Comptroller  of  the  Currency,  the  Office  of  Thrift 
Supervision,  the  Federal  Reserve  Bank  of  New  York,  the  National 
Economic  Council,  the  Office  of  Management  and  Budget,  the 
Council  of  Economic  Advisers,  and  the  Federal  Deposit  Insurance 
Corporation,  meet  and  discuss  issues,  often  more  than  once  a 
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week.   This  process  has  served  to  enhance  the  information  flow 
and  working  relationships  among  the  agencies. 

One  example  of  the  agencies'  joint  efforts  is  in  the  area  of 
improved  disclosure.   Currently,  there  is  general  consensus  that 
accounting  rules  and  disclosure  rules  for  derivatives-related 
activity  are  inadequate.   The  Working  Group  staff,  at  the 
request  of  the  principals  and  led  in  this  matter  by  the 
Securities  and  Exchange  Commission,  has  met  with  representatives 
of  the  Financial  Accounting  Standards  Board  to  exchange  views  on 
their  derivatives-related  projects,  and  encouraged  them  to 
proceed  with  their  projects  expeditiously. 

Discussions  also  are  underway  by  the  Working  Group  on  such 
subjects  as  the  data  available  to  the  government  concerning 
derivatives  markets,  how  the  more  regulated  investors  such  as 
mutual  funds  and  pension  funds  are  using  derivatives,  capital 
requirements  for  derivatives,  and  the  state  of  the  law  regarding 
bilateral  close-out  netting  in  insolvency  situations.   The 
Working  Group  is  also  cognizant  that  this  is  an  international 
market  and  is  undertaking  to  ensure  that  the  government  has 
adequate  tools  to  deal  with  problems  that  may  arise. 

With  respect  to  the  recently  released  GAO  report  on 
derivatives,  it  provides  much  useful  information  and  presents 
recommendations  that  serve  to  further  the  debate.   We 
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particularly  agree  with  the  GAO  that  work  needs  to  be  done  in  the 
accounting  area.   I  mentioned  previously  the  activities  of  the 
Working  Group  and  the  specific  agencies  in  the  accounting  area. 

While  the  GAO's  assessment  that  the  derivatives  market  is 
overly  concentrated  is  debatable  (15  major  U.S.  dealers  with  less 
than  a  50%  market  share  and  substantial  foreign  competition  does 
not  seem  excessively  concentrated) ,  we  strongly  agree  with  the 
GAO  report  that  internal  controls  and  risk  management  systems  for 
dealers  and  end-users  of  derivatives  are  vital.   This  is 
consistent  with  the  Group  of  Thirty  report  and  guidance  put  o.ut 
by  the  banking  regulators.   For  example,  the  Office  of  the 
Comptroller  of  the  Currency,  which  is  a  part  of  Treasury,  has 
issued  Banking  Circular  277  to  the  chief  executive  officers  of 
all  national  banks  providing  guidance  to  bank  management  on 
managing  the  risks  of  financial  derivatives. 

The  GAO  report  notes  that  there  are  "differing  views  on  the 
implications  of  the  extent  of  derivatives  use,  concentration  of 
activity,  and  expanded  linkages  should  a  financial  crisis 
occur. "^  The  issue  of  systemic  risk  is  being  reviewed  by  the 
Working  Group. 


^GAO  report,  Financial  Derivatives:  Action  Needed  to  Protect 
the  Financial  System.  May  1994,  p.  39. 
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However,  we  do  not  believe  that  sufficient  information  has 
been  developed  at  this  time  to  conclude  that  the  unregulated 
derivatives  affiliates  of  registered  broker-dealers  and  insurance 
companies  should  be  brought  under  a  comprehensive  scheme  of 
federal  regulation.   As  a  general  principle,  there  should  be  a 
demonstration  that  there  has  been  or  will  be  a  failure  of  market 
discipline  before  the  need  for  such  broad  federal  regulation  is 
advanced.   There  is  no  doubt  that  the  tremendous  growth  in  the 
use  of  derivatives  and  the  new  forms  that  derivatives  are  tedcing 
necessitate  that  all  the  federal  financial  regulators  review 
their  areas  of  responsibility  to  see  if  there  are  inadequacies  or 
gaps.   That  process  is  underway,  and  until  it  has  been  completed, 
it  is  premature  for  the  type  of  legislation  the  GAO  recommends 
for  consideration. 

For  example,  in  the  area  of  capital,  the  marketplace 
currently  demands  that  OTC  derivative  dealers  achieve  and 
maintain  high  credit  ratings.   However,  the  issue  of  capital 
adequacy  should  be  monitored,  and,  with  respect  to  unregulated 
affiliates  of  broker-dealers  and  futures  commission  merchants,  it 
is  our  understanding  that  the  SEC  and  the  CFTC  currently  are 
monitoring  this  closely.   Furthermore,  over  time  the  impact  of 
the  Market  Reform  Act  of  1990  and  the  1992  CEA  amendments  to 
improve  the  regulators'  access  to  information  about  the  markets 
and  market  participants  should  be  evaluated.   The  Working  Group 
is  considering  these  issues,  and  the  communication  and 
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cooperation  resulting  from  these  discussions  will  help  to  build 
consensus  for  any  future  changes. 

Generally,  the  OTC  derivatives  market  has  worked  well,  and 
we  believe  that  some  of  the  concerns  about  this  market  are 
exaggerated;  nonetheless,  diligence  and  attention  to  the  new 
issues  are  needed.   Many  users  of  these  markets  have  found  them 
helpful  for  managing  their  risks  or,  in  some  cases,  reducing 
their  financing  costs.   Derivatives  can  also  be  an  effective  way 
to  invest.   For  example,  some  investors  who  want  to  have  a 
portion  of  their  assets  in  a  smaller,  less  liquid  market  such  as 
an  emerging  market,  might  find  it  more  effective  to  buy  a  U.S. 
security  that  has  a  return  based  on  a  basket  of  securities  from 
that  emerging  market. 

While  derivatives  offer  substantial  speculative 
opportunities  to  those  so  inclined,  they  also  offer  custom- 
tailored  instruments  to  corporations  and  others  to  manage  and 
reduce  their  financial  risks,  thereby  enabling  them  to 
concentrate  on  their  businesses.   For  example,  a  manufacturer  is 
presumably  expert  in  the  markets  for  the  products  it  sells  but 
not  necessarily  in  the  potential  direction  of  interest  or 
currency  rates.   The  OTC  derivatives  markets,  along  with  the 
exchange-traded  futures  and  options  markets,  can  enable  a 
manufacturer  to  reduce  or  manage  the  financial  risks  that  emerge 
from  a  global  business  strategy. 
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with  respect  to  the  losses  reported  by  some  firms  in  the 
derivatives  markets,  it  appears  that  certain  corporations  were  in 
fact  using  these  markets  to  speculate.   Their  experience  should 
serve  as  a  cautionary  tale,  and  we  have  heard  that  the  senior 
managements  of  many  U.S.  corporations  are  now  reviewing  their 
firms'  use  of  derivatives.   It  has  not  been  U.S.  government 
policy  for  sophisticated  U.S.  corporations  to  be  protected  by 
regulation  from  making  bad  business  decisions  with  respect  to 
their  finances.   The  lesson  has  once  more  been  forcefully  made 
that  speculative  positions  in  derivatives  or  in  the  stock  and 
bond  markets  directly  can  lead  to  substantial  losses. 

Finally,  the  Working  Group  is  discussing  whether  derivatives 
are  likely  to  exacerbate  severe  market  movements.  The  increased 
use  of  derivatives  would  impact  both  the  details  of  the 
development  and  the  aftermath  of  a  severe  market  movement.   How 
the  failure  of  a  major  derivatives  market  participant  would  be 
handled  (regardless  of  whether  derivatives  were  the  cause)  is 
also  an  issue  being  discussed  by  the  Working  Group.  The  federal 
government  should  make  every  effort  to  understand  these  potential 
impacts,  and  we  believe  that  this  is  being  done,  through  the 
Working  Group  process,  as  well  as  through  efforts  by  the  relevant 
government  agencies.   There  is  a  strong  commitment  by  the  senior 
government  officials  responsible  for  financial  market  issues  to 
expend  substantial  resources  in  monitoring  and  understanding 
these  fast-developing  and  growing  markets. 
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While  the  Treasury  believes  that  these  markets  deserve 
considerable  attention,  thought,  and  study,  there  is  no  imminent 
threat  that  requires  a  quick,  aggressive  legislative  response.  On 
the  contrary,  hurried  legislative  responses  run  the  risk  of  being 
counterproductive . 

While  the  Treasury  does  not  see  the  need  for  major 
derivatives  legislation  at  this  time,  as  I  noted  earlier,  many 
aspects  are  under  discussion.   If  there  comes  a  time  that  we 
determine  the  federal  government,  and  particularly  the  regulatory 
agencies,  has  exhausted  its  authority  in  this  area  and  cannot 
adequately  address  problems,  we  will  of  course  alert  Congress  to 
this  and  offer  our  proposals. 

Mr.  Chairman,  that  concludes  my  prepared  statement.   I 
would  be  happy  to  respond  to  any  questions  the  Subcommittee  may 
have. 
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EXECUTIVE  SUMMARY 

STATEMENT  OF  BRANDON  BECKER,  DIRECTOR 

DIVISION  OF  MARKET  REGULATION 

U.S.  SECURITIES  AND  EXCHANGE  COMMISSION 

REGARDING  FINANCIAL  DERIVATIVES 

Derivative  products  are  an  impoitant  and  useful  financial  management  tool.    Their  complexity  and 
leverage,  however,  require  users,  dealers,  and  regulators  to  examine  such  products  carefully.    The 
Commission  has  taken  a  variety  of  actions  to  address  the  risks  of  derivative  products.    In  addition,  the 
Commission  currently  is  working  with  other  financial  regulators,  both  domestic  and  foreign,  as  well  as  the 
industry,  to  design  programs  to  further  increase  the  ability  of  the  Commission  and  investors  to  monitor  the 
risks  and  benefits  of  these  products. 

The  CFTC  and  GAG  reports  are  a  welcome  addition  to  the  ongoing  effort  to  focus  attention  on  this 
important  issue.    They  contain  a  thoughtful  assessment  of  the  derivatives  marketplace  and  accurately 
identify  a  broad  range  of  goals  and  objectives  for  the  regulatory  community.    We  look  forward  to  working 
through  the  particulars  of  their  recommendations  and  we  are  firmly  committed  to  working  internally  and 
together  with  our  counterparts  in  addressing  the  complex  problems  arising  in  the  derivatives  market. 

Set  forth  below  is  a  list  of  issues  highlighted  in  the  reports,  together  with  a  brief  statement  of  the 
Commission's  future  initiatives  in  some  of  those  areas. 

Accounting  and  Disclosure.    One  of  the  highest  priorities  for  regulators  and  the  industry  is  to  improve 
accounting  and  disclosure  for  derivative  transactions. 

•  The  Commission  believes  the  Financial  Accounting  Standards  Board  (FASB)  should  act 
promptly  to  address  derivatives  issues,  including  hedge  accounting.    FASB  expects  to  have  a  final 
standard  on  disclosure  for  derivatives  by  year  end. 

•  Based  on  the  Commission's  review  of  1993  annual  reports,  the  Commission  will  publish 
additional  guidance  for  public  companies  regarding  disclosure  of  derivatives  and  risk  management 
activities.    This  guidance  will  be  published  in  time  for  use  in  preparing  1994  annual  reports. 

Audit  Conunittees.   Through  its  disclosure,  enforcement,  and  oversight  programs,  the  Commission  has 
promoted  the  use  of  independent,  effective  audit  committees.    For  example,  the  Commission  worked  with 
the  stock  exchanges  and  the  National  Association  of  Securities  Dealers  to  encourage  listed  companies  to 
have  audit  committees.    Today,  the  largest  U.S.  securities  markets  require  listed  companies  to  have  audit 
committees  with  at  least  a  majority  of  independent  directors.    In  view  of  these  existing  requirements  and 
other  policy  considerations,  the  Commission  does  not  endorse  a  federally  imposed  mandate  governing  the 
composition  of  audit  committees  for  all  public  companies.    The  Commission  believes  investors  would  be 
better  served  by  enhancing  the  disclosure  that  they  receive  than  requiring  specific  corporate  governance 
mechanisms. 

End-Users'  Internal  Controls  for  Derivatives.      Clear  risk  management  policies  and  controls  including 
those  governing  the  use  of  derivative  instruments,  defined  and  overseen  at  the  highest  levels  of  an 
enteiprise,  are  critical  to  a  sound  risk  management  system.    Equally  vital,  is  a  system  of  internal  controls 
to  assure  that  the  risk  management  program  including  the  use  of  derivative  instruments  is  properly 
executed  consistent  with  management  risk  policies  and  controls.    Given  existing  audit  requirements  and  the 
provisions  of  the  Foreign  Corrupt  Practices  Act,  rather  than  requiring  auditor  reports  that  are  public  on 
internal  controls,  there  should  be  more  transparent  disclosure  and  accounting  for  derivative  activity, 
including  management  policies.    Such  enhanced  public  reporting  will  not  only  better  inform  investors,  but 
will  help  assure  that  auditors  as  well  as  management  carefully  review  the  information  provided,  and  assure 
that  adequate  controls  are  in  place  with  respect  to  the  activities  required  to  be  disclosed. 

Mutual  Funds'  Use  of  Derivatives.   The  use  of  derivatives  by  mutual  funds,  other  than  money  market 
funds,  generally  appears  to  be  limited.    The  Commission  is  concerned,  however,  about  investor  protection 
issues  raised  by  mutual  fund  investments  in  derivatives  and  is  focusing  on  a  broad  range  of  issues, 
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including  disclosure,  risk  management,  pricing,  leverage,. and  liquidity.   To  date,  the  Commission  has 
taken  the  following  actions  in  tlds  area: 

•  Examining  the  derivatives  disclosure  of  mutual  funds  and  issuing  a  letter  encouraging  funds 
to  identify  areas  of  derivatives  disclosure  that  can  be  modified  to  enhance  investor 
understanding; 

•  Continuing  to  review  prospectuses  filed  by  mutual  funds  to  improve  derivatives  disclosure 
and  considering  whether  rulemaking  is  appropriate  to  enhance  risk  disclosure; 

•  Inspecting  funds'  management  controls  and,  as  appropriate,  considering  rulemaking  to 
encourage  better  management  controls; 

•  Reviewing  leverage  and  liquidity  restrictions  in  the  context  of  derivative  instruments  to 
determine  whether  they  continue  to  reflect  appropriate  regulatory  policies  and  whether  they 
should  be  supplemented  by  other  forms  of  regulation;  and 

•  Monitoring  the  use  of  derivatives  by  money  market  funds. 

Dealers'  Activities.   The  Commission  has  several  programs  in  place  to  monitor  the  derivatives  activity  of 
broker-dealers  and  their  affiliates.    One  such  initiative,  the  risk  assessment  program,  requires  broker- 
dealers  to  report  information  on  their  material  affiliates  within  the  holding  company  group.    Through  this 
program  the  Commission  receives  quarterly  and  annual  fmancial  statements,  as  well  as  information  on  the 
volume,  replacement  cost,  and  significant  counterparty  concentrations  for  interest  rate,  foreign  exchange, 
securities,  and  commodities  products.    The  Commission  also  receives  and  reviews  the  risk  management 
policies  used  by  the  major  U.S.  securities  firms  and  tracks  credit  exposures  by  examining  counterparty 
concentrations.    The  issue  of  whether  the  Commission  receives  sufficient  information  to  detect  potential 
credit  risk  problems  is  one  that  will  be  reviewed  in  light  of  the  GAOs  recommendations. 

The  Commission  agrees  with  the  GAO  regarding  the  importance  of  prudent  capital  standards  for  OTC 
derivatives.    To  achieve  this  goal,  the  Commission  currently  is  engaged  in  a  comprehensive  review  of  its 
net  capital  rule,  with  the  goal  of  developing  a  net  capital  treatment  that  appropriately  measures  market  and 
credit  risk  for  derivative  products.    The  Commission  intends  to  revise  the  net  capital  rule  so  that  it  reflects 
modem  fmancial  theory  and  risk  management  strategies. 

Suitability.   The  Commission  recognizes  the  different  levels  of  sophistication  possessed  by  end-users  of 
these  products  and  believes  that  suitability  requirements  must  take  these  differences  into  account.    In  order 
to  move  ahead  on  this  issue.  Commission  staff  will  meet  with  the  self-regulatory  organizations  (SROs)  to 
evaluate  the  requirements  applicable  to  broker-dealers  recommending  derivatives,  and  the  development  of 
suitability  standards  for  OTC  products. 

Regulatory  and  International  Coordination.   The  Commission  agrees  with  the  CFTC  report  that 
coordination  among  regulators  is  important  in  developing  approaches  to  the  issues  raised  by  derivative 
products.    The  Commission  continues  to  work  with  other  fmancial  regulators,  both  in  the  U.S.  and  abroad, 
on  possible  parallel  ^jproaches  to  regulation  of  derivative  products.    As  part  of  this  effort,  the 
Commission  has  been  an  active  participant  in  the  President's  Working  Group  on  Financial  Markets. 

Conclusion.   The  Commission  believes  that  regulation  of  the  derivatives  market  requires  a  combination  of 
vigilance,  flexibility  and  close  coordination.   "This  issue  is  too  important  to  the  nation  to  allow 
jurisdictional  conflicts  to  interfere  with  a  coherent  and  comprehensive  regulatory  scheme.    I  am  confident 
that  my  fellow  regulators  share  this  view. 
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Chainnan  Johnson  and  Members  of  the  Committee: 

I  am  pleased  to  appear  today  to  testify  on  behalf  of  the  Securities  and  Exchange 
Commission  ("Commission"  or  "SEC")  regarding  derivative  fmancial  instruments  and  the 
reports  issued  by  the  Commodity  Futures  Trading  Commission  ("CFTC")  and  the  General 
Accounting  Office  ("GAO")  concerning  fmancial  derivatives.' 

It  is  widely  recognized  that  derivative  instruments^  are  important  fmancial 
management  tools  that,  in  many  respects,  reflect  the  unique  strength  and  innovation  of  the 
American  capital  markets.    In  fact,  U.S.  maricets  and  maiicet  professionals  have  been  the 
global  leaders  in  derivatives  technology  and  development.'  When  used  properly,  derivatives 
provide  significant  benefits  to  coiporations,  financial  institutions,  and  institutional  investors 
in  managing  the  risks  of  their  business  exposures  or  fmancial  assets.    Derivatives  permit 
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corporations  and  local  governments  to  lower  their  funding  costs.    They  also  can  be  a 
cheaper  and  more  liquid  way  of  attaining  desired  exposure  than  a  position  in  the  cash 
maiicet.    OTC  derivative  products  frequently  are  preferred  by  investors  because  such 
contracts  can  be  structured  to  match  their  particular  portfolios  or  investment  strategies  and 
their  flexibility  enables  businesses  to  control  ancillary  risk  in  their  commercial  and 
investment  transactions.    Derivative  products  can  facilitate  the  ability  of  an  institution  to 
invest,  to  expand  credit  availability,  and  to  absorb  or  dampen  market  shocks. 

At  the  same  time,  it  is  acknowledged  that  the  complexity  and  leverage  inherent  in 
these  instruments  require  special  scrutiny  of  their  usage.'   As  others  have  noted,  in  an 
aberrant,  stressful  market  the  leverage,  complexity,  liquidity  risk,  and  global  nature  of  OTC 
derivatives  may  make  dealing  with  exigent  circumstances  more  difficult.    This  is  because 
derivatives,  both  listed  and  OTC,  tend  to  link  different  market  segments.    Thus,  a  failure  in 
one  part  of  the  system,  such  as  the  insolvency  of  a  major  intermediary  or  a  sharp  fall  in  a 
specific  market,  potentially  could  reverberate  throughout  the  financial  markets.    Although 
these  concerns  may  not  be  unique  to  derivatives,  this  is  an  area  where  we  are  concerned  that 
a  difference  in  degree  becomes  a  difference  in  kind. 

Broadly  speaking,  there  are  two  types  of  risks  regulators  are  addressing  regarding 
derivative  instruments.    The  first  is  firm-specific  risk.    This  is  the  risk  that  an  individual 
firm  might  mismanage  its  derivatives  activities  and  incur  significant  losses.    Such  losses 
could  be  incurred  by  a  dealer  subject  to  the  Commission's  financial  responsibility  and 
oversight  rules,  a  corporate  end-user  subject  to  the  Commission's  disclosure  rules,  or  a 
mutual  fund  subject  to  the  Commission's  substantive  and  disclosure  regulation.    The  second 
risk  is  systemic  risk,  or  the  risk  that  losses  at  one  firm  could  spill  over  to  other  firms,  that 
market  liquidity  will  deteriorate  if  many  market  participants  try  to  liquidate  their  positions  at 
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the  same  time,  or  that  cash  market  trading  activities,  designed  to  adjust  derivatives 
exposures,  could  unduly  disrupt  the  cash  markets. 

While  the  Commission  cannot,  and  should  not,  try  to  eliminate  the  consequences  of 
mismanagement  by  an  individual  firm,  we  can,  and  will,  try  to  ensure  that  investors  and 
counterparties  are  not  unwittingly  expwsed  to  the  risk  of  a  firm's  error.    In  continuing  its 
efforts  to  address  both  the  firm-specific  and  systemic  risks  associated  with  derivatives 
activities,  the  Commission  is  working  on  revised  capital  rules  for  derivative  dealers, 
enhanced  suitability  standards,  improved  disclosure  standards  for  public  companies  engaging 
in  derivatives  activities,  and  improved  disclosure  and  management  controls  for  mutual 
funds.' 

As  recommended  in  the  CFTC  and  GAO  reports,  the  Commission  has  been  working 
with  banking  regulators  and  the  CFTC,  both  separately  and  in  the  context  of  the  President's 
Working  Group  on  Financial  Markets  ("Working  Group"),  to  identify  those  areas  where 
systemic  risk  could  be  present  to  evaluate  the  ability  of  the  financial  system  to  withstand 
market  shocks  and  to  improve  it  where  appropriate.    Two  such  potential  areas  are  in  the 
clearance  and  settlement  system  and  the  enforceability  of  netting  provisions  in  OTC 
derivative  contracts. 

Concerns  about  derivative  instruments  reflect  the  size  and  growth  of  the  derivatives 
marketplace.    The  GAO  report  estimated  that  the  total  global  derivatives  volume  expressed 
in  notional  or  contractual  amount  as  of  the  end  of  fiscal  year  1992  was  at  least  $12.1 
trillion.    Information  filed  with  the  Commission  regarding  the  major  U.S.  broker-dealers 
(non-bank  affiliated)  and  their  affiliates  indicates  that  the  notional  or  contractual  amount 
(including  exchange-traded  futures  and  options  and  OTC  instruments)  of  derivatives  activity 
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had  increased  38%  to  $5.1  trillion  at  1993  year-end  from  $3.7  trillion  at  1992  year-end. 
More  importantly,  the  aggregate  replacement  cost  associated  with  these  contracts,  or  the 
estimated  exposure  undertaken  by  securities  firms,  surged  70%  to  $30.9  billion  from  $18.2 
billion  in  1992. 

This  growth  is  significant,  but  it  must  be  seen  in  its  proper  context.    We  have  found 
that  for  U.S.  securities  firms,  meaningful  OTC  derivatives  activity  has  been  concentrated  in 
six  firms,  which  are  the  most  highly  capitalized  in  the  securities  industry.    Moreover,  the 
overall  replacement  cost  of  their  derivatives  transactions,  while  growing,  still  reflects  a  small 
percentage  of  the  total  notional  amount  of  derivative  contracts.    Furthermore,  our  risk 
assessment  data  regarding  the  credit  risk  underlying  securities  firms'  replacement  cost 
indicates  that  counterparty  credit  exposure  is  primarily  confined  to  investment  grade  entities, 
is  short-term,  and  is  generally  not  concentrated  with  any  particular  counterparty. 

Further,  the  balance  sheets  of  broker-dealers  registered  with  the  Commission  tend  to 
be  highly  liquid,  as  are  the  balance  sheets  of  those  broker-dealer  affiliates  transacting  an 
OTC  derivatives  business  that  have  obtained  a  "AAA"  rating  from  a  rating  agency.    As  the 
CFTC  notes  in  its  report,  the  discipline  demanded  by  the  marketplace  replaces,  to  a  certain 
extent,  the  regulatory  requirements  that  would  apply  if  the  derivatives  business  were 
conducted  in  regulated  entities.    This  marketplace  discipline  is  a  positive  force  which  tends 
to  foster  credit  consciousness  and  strong  risk  management.    Generally,  we  believe  that  the 
largest  broker-dealers  have  systems  in  place  to  assess  the  market  and  counterparty  risks 
attendant  to  their  derivatives  portfolios.    For  example,  broker-dealers  monitor  their  positions 
and  value  them  at  fair  value  ("mark-to-market")  on  a  daily  basis.    With  regard  to  broker- 
dealer  affiliates,  we  have  found  that  they  have  systems  in  place  to  monitor  the  market  and 
credit  risk  of  OTC  derivatives  on  a  frequent  basis. 


195 


5 
Nonetheless,  concerns  remain.    Recent  losses  by  U.S.  companies,  such  as  Procter  & 
Gamble,  Air  Products  &  Chemicals  Inc.,  Gibson  Greetings  and  Marion  Merrell  Dow,  and 
losses  incurred  by  the  ARCO  pension  fund,'  raise  questions  about  whether  the  directors  and 
senior  management  of  the  end-users  of  OTC  derivative  products  understand  fully  the  risks 
inherent  in  these  instruments.    These  events  also  raised  possible  questions  about  the  sales 
practice/suitability  standards  used  by  dealers  in  selling  these  products.    These  recent  losses 
also  underscore  the  pressing  need  for  improved  accounting  and  disclosure  standards 
applicable  to  the  derivatives  activities  of  end-users.    The  Commission  expects  that  the 
Financial  Accounting  Standards  Board  ("FASB"),  as  well  as  the  Commission,  will  take 
action  this  year  to  enhance  both  the  accounting  and  disclosure  guidance  applicable  to 
derivatives  transactions. 

In  light  of  these  concerns,  the  CFTC  and  GAO  reports  contain  a  thoughtful 
assessment  of  the  derivatives  marketplace  and  accurately  identify  a  broad  range  of  goals  and 
objectives  for  the  regulatory  community.    As  my  testimony  will  indicate,  the  Commission 
has  been  working  actively  to  pursue  many  of  the  goals  specified  in  these  reports.    The 
Commission  is  firmly  committed  to  working  internally  and  together  with  our  counterparts  to 
address  the  complex  problems  arising  in  the  derivatives  market. 

COMMISSION'S  PROGRAM  FOR  REGULATION  OF  DERTVATIVE  PRODUCTS 

The  Commission  has  devoted  resources  in  many  areas  to  address  the  risks  of 
derivative  products.    I  would  like  to  discuss  the  Commission's  efforts  to  date  and  the  areas 
where  additional  study,  and  possible  improvement,  is  needed. 
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A.        Disclosure  and  Accounting  Issues 

Clearly  the  dramatic  proliferation  and  increasing  complexity  of  derivatives  has 
outdistanced  the  development  of  accounting  and  disclosure  standards  that  govern  the  issues 
of  recognition,  measurement,  and  information  reporting.    The  need  for  substantially 
enhanced  disclosure  and  more  transparent  accounting  has  been  recognized  by  all  who  have 
considered  this  market.'   Thus,  one  of  the  highest  priorities  for  regulators  and  the  industry 
must  be  improving  the  accounting  and  disclosure  for  derivatives  transactions. 

The  Group  of  Thirty's  recommendations*  in  this  area  exemplify  the  basic  thrust  of 
most  recommendations  with  respect  to  accounting  and  disclosure  issues.    These 
recommendations  include:    the  development  of  international  accounting  standards  for 
fmancial  instruments  to  harmonize  accounting  treatment  and  thereby  enhance  the  relevance 
of  both  dealers'  and  end-users'  fmancial  statements;  increased  disclosure  of  managements 
attitude  toward  fmancial  risk,  the  use  of  derivative  instruments,  and  the  monitoring  and 
control  of  risks;  the  disclosure  of  accounting  policies;  and  analyses  of  derivatives  positions 
at  balance  sheet  date  and  of  the  credit  risk  inherent  in  those  positions. 

The  Commission  concurs  in  the  need  for  enhanced  disclosure  and  accounting  for 
fmancial  instruments  including  derivatives  transactions.    In  fact,  a  number  of  initiatives 
already  are  underway,  including  a  broad  ranging  project  by  the  FASB  to  develop  standards 
to  address  accounting  issues  raised  by  the  use  of  varied  fmancial  instruments.'   Recognizing 
the  pressing  need  to  address  the  accounting  and  disclosure  issues  raised  by  derivatives 
activity  in  the  near  term,  the  FASB,  in  November  1993,  added  a  new  "fast  track"  disclosure 
initiative  to  its  agenda.    That  initiative  resulted  in  the  publication  last  April  of  an  exposure 
draft  entitled,  "Disclosures  About  Derivative  Instruments  and  Fair  Value  of  Financial 
Instruments."'" 
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The  exposure  draft  would  require  new  disclosures  by  traders  and  end-users  of 
derivative  instruments.    The  exposure  draft  on  derivatives  disclosure  is  in  addition  to,  and 
not  a  substitute  for,  the  development  of  standards  that  are  needed  to  address  important 
recognition  and  measurement  issues.    In  particular,  the  FASB's  project  on  hedge  accounting 
will  address  when  hedge  accounting  is  appropriate.    Hedge  accounting  may  be  used  to  defer 
recognition  of  the  fair  value  of  the  fmancial  instrument  and  its  related  gains  and  losses. 
Where  hedge  accounting  is  not  appropriate,  a  derivative  position  is  recognized  on  the 
balance  sheet  at  fair  value,  and  current  increases  or  decreases  in  value  are  reflected  in  the 
income  statement.    While  the  FASB  has  not  yet  scheduled  the  publication  of  an  exposure 
draft  on  hedge  accounting,  we  expect,  given  the  critical  importance  of  this  issue,  that  the 
FASB  will  have  as  its  highest  priority  publication  of  the  exposure  draft  by  year  end. 

We  agree  with  the  CFTC  and  the  GAO  that  it  is  critical  that  accounting  and 
disclosure  issues  be  addressed  expeditiously.    We  have  expressed  the  need  for  prompt  action 
to  the  FASB.    We  understand  that  the  FASB  expects  to  have  a  fmal  standard  on  disclosure 
of  derivative  products  later  this  year.    That  standard  would  apply  to  the  preparation  of  1994 
year  end  fmancial  statements. 

The  FASB's  disclosure  exposure  draft  distinguishes  between  derivatives  held  for 
trading  and  those  held  for  purposes  other  than  trading.    The  disclosures  required  for 
derivatives  held  for  trading  would  include  the  average,  minimum,  and  maximum  fair  value 
of  derivatives  during  the  reporting  period,  reported  separately  by  class  of  derivative 
instrument;  and  the  net  gains  or  losses  from  derivatives  trading  activities.    For  derivatives 
held  for  purposes  other  than  trading,  disclosures  would  include:    a  description  of  the 
objectives  of  holding  derivative  instruments;  a  discussion  of  the  context  needed  to  understand 
those  objectives;  the  strategies  for  achieving  those  objectives;  a  description  of  the  fmancial 
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nqwrting  of  the  derivatives  activities;  and  a  description  of  the  derivatives  used  to  hedge 
anticipated  transactions  and  disclosure  of  deferred  gains  and  losses." 

While  the  exposure  draft  is  a  good  first  step,  we  firmly  believe  that  quantified 
disclosure  of  derivatives  activity  is  essential.    Our  review  of  recent  coiporate  reports 
disclosing  significant  derivatives  activity  has  established  the  need  for  quantified  disclosure  to 
provide  a  clearer  understanding  of  derivative  and  risk  management  activities.    The 
Commission  staff,  through  the  review  and  comment  process,  has  been  working  with 
companies  reporting  significant  derivatives  activities  to  expand  their  disclosures  to  obtain 
textual  and  quantified  information  that  will  provide  a  better  understanding  to  investors  of  the 
type,  extent,  and  potential  effects  of  these  derivatives  activities.'" 

Based  on  the  results  of  the  staffs  review  of  1993  annual  reports,  the  Commission 
will  publish  additional  guidance  on  the  disclosures  expected  regarding  derivatives  and  risk 
management  activities  in  time  for  use  in  preparing  1994  annual  reports.    In  the  event  the 
fmal  FASB  standard  on  derivatives  disclosure  does  not  require  end-users  to  disclose 
quantitative/numerical  information  about  their  derivative  contracts  or  positions,  the 
Commission  will  develop  its  own  guidance  on  the  type  of  quantitative  information  needed  to 
inform  investors  adequately. 

Accounting  issues  need  to  be  addressed  on  an  international  basis  as  well.    The 
International  Accounting  Standards  Committee  is  developing  an  international  accounting 
standard  for  financial  instruments  that  would  address,  among  other  items,  the  accounting  for 
equity  and  debt  securities,  loans  receivable,  forward  contracts,  options,  interest  rate  swaps, 
hybrid  instruments,  and  hedge  accounting.    A  draft  standard  has  been  published  twice  for 
comment.    The  Commission  staff  has  commented  on  both  versions  of  the  proposed  standard 
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and  has  recommended  a  number  of  significant  changes  to  the  proposal  that  would,  among 
other  things,  provide  more  transparent  reporting  of  derivatives  activity. 

In  connection  with  the  accounting  and  disclosure  issues,  the  GAO  recommended  that 
the  Commission  establish  criteria  for  independent  audit  committees  and  for  public  reporting 
on  internal  control  systems.  As  discussed  below,  we  do  not  concur  in  the  specific  proposals 
to  mandate  under  federal  law  the  establishment  of  independent  audit  committees  or  fmancial 
statement  disclosure  of  auditors'  reports  on  internal  controls.  These  are  issues  that  the 
Commission  has  considered  extensively  during  the  past  15  years. 

B.    Audit  Committees 

Since  the  1940s,  the  Commission  has  been  among  the  strongest  advocates  for,  and  a 
driving  force  behind,  the  use  of  audit  committees  by  public  companies."    In  1972,  the 
Commission  endorsed  the  establishment  by  all  public  companies  of  audit  committees 
composed  of  outside  directors."   In  the  following  years,  principally  at  the  urging  of  then- 
SEC  Chairman  Williams,  the  use  of  audit  committees  spread  and  gained  acceptance  in  the 
business  community."  The  SEC  has  acted  in  its  disclosure,  enforcement,  and  oversight 
programs  to  promote  the  use  of  independent,  effective  audit  committees. 

Over  the  years,  the  SEC  has  required  substantive  disclosure  regarding  audit 
committees.    Disclosure  of  information  concerning  an  audit  committee's  members,  functions, 
and  number  of  meetings  is  required  in  connection  with  the  solicitation  of  proxies.'"   Further, 
when  a  change  in  indq)endent  accountants  occurs,  a  public  company  must  disclose  in 
Commission  filings  whether  its  audit  committee  recommended  or  approved  the  change  in 
accountants,  and  whether  it  consulted  with  the  former  accountant  concerning  disagreements 
with  management  and  certain  other  matters.'^  In  addition,  the  Commission  has  required  the 
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establishment  of  audit  committees,  with  designated  duties,  as  ancillary  relief  in  some 
enforcement  actions."   The  duties  required  in  such  actions  generally  involve,  among  other 
things,  the  review  of  a  defendant's  internal  accounting  controls,  approval  of  certain  filings 
and  press  releases,  and  meeting  with  the  defendant's  independent  accountants. 

Rather  than  imposing  a  direct  requirement  for  public  companies  to  maintain  audit 
committees,  the  Commission  has  worked  with  the  self-regulatory  organizations  ("SROs")  to 
require  publicly-traded  companies  to  have  audit  committees.    The  Commission  has  taken  this 
approach  because  it  believes  that  the  SROs'  experience  places  them  in  a  position  to  exercise 
flexibility  in  the  formulation  and  implementation  of  audit  committee  standards.    Currently, 
the  New  York  Stock  Exchange  ("NYSE")  requires  listed  companies  to  have  audit  committees 
composed  solely  of  independent  directors.    The  National  Association  of  Securities  Dealers. 
Inc.  ("NASD")  with  respect  to  all  national  market  companies,  the  American  Stock 
Exchange,  with  limited  exceptions,  and  the  Chicago  Stock  Exchange,  with  respect  to  all 
companies,  require  audit  committees  with  a  majority  of  independent  directors. 

In  1988,  the  Commission  considered  the  recommendation  of  the  National 
Commission  on  Fraudulent  Financial  Reporting  ("Treadway  Commission")  that  the 
Commission  require  all  public  companies  to  have  an  audit  committee  composed  entirely  of 
independent  directors.    The  Commission  determined  that  the  best  course  of  action  was  to 
continue  to  woric  with  the  exchanges  and  the  NASD  to  encourage  indq)endent  audit 
committees  and  to  enhance  the  quality  of  their  operations.    The  Commission  based  its 
decision  on  its  continued  belief  that  the  SROs  through  their  listing  standards  had  the 
requisite  degree  of  flexibility  to  design  effective  standards  relating  to  the  independence  of 
audit  committee  members  and  to  consider  the  advisability  of  partial  or  total  exemptions  from 
these  requirements  for  smaller  companies.   The  Commission  wrote  to  each  of  the  SROs 
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(other  than  the  NYSE,  which  already  required  independent  audit  committees),  encouraging 
enhancement  of  their  audit  committee  listing  requirements  and  preference  for  independent 
audit  committees.   In  response,  the  American  Stock  Exchange  adopted  its  requirement  that 
listed  companies  have  audit  committees  with  at  least  a  majority  of  independent  directors. 

Audit  committees  are  key  corporate  governance  mechanisms  and,  like  all  corporate 
governance  standards,  depend  on  the  character,  integrity,  and  diligence  of  those  involved. 
The  training  and  experience  of  the  committee  members  are  basic  factors  in  establishing  an 
effective  audit  committee."  In  this  regard,  it  may  be  difficult,  if  not  impossible,  for  some 
small,  local,  or  regional  companies  to  find  qualified  individuals  who  are  willing  to 
participate  on  their  committees.    Additional  SEC  regulations  likely  would  not  alleviate  this 
problem  and  probably  would  not  result  in  significant  new  disclosures.    Such  regulations, 
however,  may  remove  some  of  the  flexibility  available  in  the  SROs'  requirements  and  may 
impose  costs  that  could  be  significant  for  smaller  companies.    Therefore,  the  Commission 
would  be  reluctant  to  endorse  a  federally  imposed  mandate  governing  the  composition  of 
audit  committees  for  all  public  companies. 

C.   Internal  Controls  Reporting  for  End-Users  of  Derivatives 

Both  the  CFTC  and  GAO  reports  underscore  the  importance  of  internal  controls  as 
the  first  line  of  defense  against  the  risks  posed  by  OTC  derivatives  transactions.    We  agree 
that  effective  management  controls  are  critical  to  a  sound  risk  management  system.    These 
internal  controls  must  be  understood  and  evaluated  at  all  levels  of  management,  including 
senior  executives  and  the  board  of  directors.    Boards  and  senior  executives  should  define  the 
fundamental  risk  management  policy  of  the  entity  including  clearly  articulated  policies 
governing  the  use  of  derivatives.    The  board  of  directors  and  senior  management  should 
provide  effective  oversight  of  these  activities  for  consistency  with  the  defined  policies  and 
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should  monitor  the  continued  appropriateness  of  the  policies  in  light  of  business  and  market 
developments.    Equally  essential  is  a  system  of  internal  controls  to  assure  that  the  risk 
management  program  covering  the  use  of  derivative  instruments  is  executed  consistently  with 
established  management  risk  policies  and  controls. 

The  subject  of  internal  controls  is  one  where  the  Commission  has  played  an  active 
role.    Certain  entities  regulated  by  the  Commission,  such  as  investment  companies,"  broker- 
dealers,"  and  transfer  agents,^  are  required  to  file  with  the  Commission  reports  from  their 
independent  auditors  regarding  possible  material  weaknesses  or  inadequacies  in  their 
accounting  systems,  internal  accounting  controls,  and  procedures  for  safeguarding  assets.    In 
addition,  the  Foreign  Corrupt  Practices  Act  ("FCPA")"'    requires  issuers  with  securities 
registered  under  section  12  of  the  Securities  Exchange  Act  of  1934  ("Exchange  Act")  or  that 
have  sold  securities  under  the  Securities  Act  of  1933  ("Securities  Act")  to  devise  and 
maintain  a  system  of  internal  accounting  controls.    Under  the  FCPA.  internal  controls  must 
be  sufficient  to  provide  reasonable  assurance  that  (1)  transactions  are  executed  in  accordance 
with  management's  authorizations,  (2)  transactions  are  recorded  as  necessary  to  permit 
preparation  of  financial  statements  in  accordance  with  generally  accepted  accounting 
principles  or  other  applicable  criteria  and  to  maintain  accountability  for  assets,  (3)  access  to 
assets  is  permitted  only  in  accordance  with  management's  authorization,  and  (4)  the  recorded 
accountability  for  assets  is  compared  at  reasonable  intervals  and  appropriate  action  is  taken 
with  respect  to  any  differences.    Thus,  public  companies  that  are  end-users  of  OTC 
derivatives  already  are  subject  to  certain  internal  control  standards. 

The  Commission  has  proposed  on  two  separate  occasions  a  requirement  that 
management  of  a  public  company  be  required  to  report  on  the  effectiveness  of  its  internal 
control  systems  relating  to  financial  reporting  and  that  the  registrant's  independent 
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accountant  report  on  the  entity's  interna]  control  system  relating  to  financial  reporting.    The 
first  proposal  was  withdrawn  in  1980  due  to  voluntary  and  private  sector  initiatives  in  the 
area  and  because  of  commentators'  concerns  about  the  costs  of  the  proposed  rule  and 
whether  the  proposal,  in  effect,  required  a  report  on  compliance  with  the  internal  control 
provisions  of  the  FCPA-." 

In  1988,  the  Commission  again  published  for  comment  proposed  rules  that  would 
have  required  a  report  from  management  on  its  responsibilities  for  the  registrant's  financial 
statements  and  internal  controls  to  be  included  in  annual  reports  and  certain  other 
documents."     A  majority  of  the  commentators  supported  the  requirement  for  a  statement  by 
management  concerning  its  responsibilities  for  the  establishment  and  maintenance  of  a 
system  of  internal  controls  for  financial  reporting.    Commentators,  however,  expressed 
concerns  regarding:    (1)  the  management  assessment  of  the  effectiveness  of  such  controls; 
(2)  disclosure  of  how  management  would  respond  to  significant  recommendations  concerning 
the  registrant's  internal  controls  by  its  internal  auditors  and  independent  accountants;  (3)  the 
requirement  that  the  report  be  signed  by  the  registrant's  senior  officers;  and  (4)  the  potential 
for  over  reliance  by  investors  on  the  proposed  report.    As  in  1980,  commentators  questioned 
whether  a  report  noting  deficiencies  in  a  registrant's  internal  controls  would  constitute  an 
admission  of  a  violation  of  the  FCPA.    Further,  most  commentators  addressing  whether 
independent  accountants  should  be  required  to  report  on  either  the  registrant's  internal 
controls  or  the  proposed  management  report,  opposed  such  auditor  reporting,  principally  on 
the  basis  that  the  costs  would  exceed  the  benefits.    On  April  16,  1992,  the  Commission 
withdrew  this  proposed  rulemaking." 

Other  federal  legislation  addresses  internal  controls  for  certain  regulated  entities. 
Under  the  Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1991  ("FDICIA"), 
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certain  banks  and  savings  and  loans  are  required  to  file  with  bank  regulators  management 
reports  containing  management's  assessment  of  the  effectiveness  of  the  entity's  internal 
control  structure  and  fmancial  reporting  procedures.    The  entity's  independent  auditor  is 
required  to  attest  to,  and  separately  report  on,  management's  assertions."     In  supporting  the 
need  for  such  reporting,  the  GAO  indicated  that  it  could  aid  in  ensuring  that  accounting 
principles  were  applied  properly  in  call  reports  and  financial  statements,  and  could  act  as  an 
"early  warning"  of  breakdowns  in  banks'  corporate  governance  systems."     A  private  sector 
study  has  been  completed  that  is  intended  to  provide  guidance  in  conducting  assessments  of 
entities'  internal  control  structures.''   In  implementing  the  FDICIA  requirement,  the  FDIC 
did  not  develop  separate  criteria  for  internal  controls.    Instead,  the  FDIC  stated  that  each 
institution  should  determine  its  own  standard  for  an  internal  control  structure  and  procedures 
for  financial  reporting,  and  that  the  auditor's  attestation  should  be  in  accordance  with 
generally  accepted  standards  for  attestation  engagements.'^ 

Where  federal  regulators  are  responsible  for  overseeing  on  a  substantive  basis  the 
financial  condition  of  an  enterprise,  as  in  the  case  of  banks  and  savings  and  loans,  reports 
on  internal  controls  may  be  an  important  tool  in  such  oversight.    Where,  as  in  the  case  of 
public  companies,  federal  regulation  is  focused  on  full  and  fair  disclosure  to  investors,  the 
issue  is  whether  a  public  report  by  a  company's  auditors  on  internal  controls  will  materially 
improve  disclosure  to  investors.    Under  generally  accepted  auditing  standards,  independent 
auditors  currently  are  required  to  design  their  audits  to  provide  reasonable  assurance  that 
misstatements  that  are  material  to  the  financial  statements  will  be  detected."     As  discussed 
above,  the  FCPA  requires  maintenance  of  a  system  of  internal  controls.    It  is  questionable 
whether  an  auditor's  report  on  management's  assessment  of  an  entity's  internal  control 
structure  would  be  substantially  more  effective  than  an  audit  of  the  financial  statements  in 
preventing  and  detecting  management  fraud.    Likewise,  it  is  unclear  why  or  how  the 
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management  of  a  public  company  will  understand  better  the  risks  inherent  in  derivative  and 
cash  instruments  if  it  is  required  to  report  publicly  on  the  effectiveness  of  its  internal 
controls  and  the  company's  independent  auditor  is  required  to  examine  and  publicly  report 
on  management's  assertion  about  them. 

Investors  will  be  better  served  by  improved  disclosure  and  accounting  of  the  public 
company's  derivative  and  other  risk  management  activities.    Such  enhanced  public  reporting 
will  better  inform  investors,  assure  that  auditors  and  management  will  carefully  review  the 
information  provided,  and  promote  the  implementation  of  adequate  controls  with  respect  to 
the  activities  required  to  be  disclosed. 

D.        Mutual  Fund  Us«  of  Derivative  Instruments 

Mutual  funds,  other  than  money  market  funds,  use  derivative  products  for  a  wide 
variety  of  purposes,  including  hedging  interest  rate,  currency,  and  other  market  risks: 
substituting  for  a  direct  investment  in  the  underlying  instrument;  or  increasing  potential  yield 
and  risk.    Fund  disclosures  indicate  that'  many  funds  have  the  authority  to  use  derivative 
instruments,  but  our  inspections  to  date  suggest  that  the  actual  use  of  derivatives  by  most 
stock  and  bond  funds  is  limited.   There  are  exceptions,  however,  to  this  general  observation. 
Funds  primarily  investing  in  mortgage-backed  securities,  for  example,  generally  have 
significant  investments  in  derivatives,  ranging  from  relatively  straightforward  securities 
issued  by  the  Government  National  Mortgage  Association  and  the  Federal  National  Mortgage 
Association  to  more  complex,  riskier  collateralized  mortgage  obligation  tranches.    Longer- 
term  municipal  funds  also  use  derivatives  to  seek  increased  tax-exempt  return.    In  addition, 
funds  investing  internationally  may  use  certain  derivative  investments  to  lessen  currency, 
interest  rate,  and  settlement  risks. 


206 


-  16- 

A  recent  industry  survey  of  long-term  (non-money  market)  funds  suggests  that  mutual 
fund  use  of  derivatives  is  limited.    The  survey  reported  that  the  total  market  value  of  all 
derivatives  held  by  participating  funds  was  $7.5  billion,  representing  2.13%  of  the  total  net 
assets  of  all  funds  reporting  derivatives  holdings  and  0.78%  of  the  total  net  assets  of  the 
fund  complexes  participating  in  the  survey.    The  total  notional  amount  of  these  derivatives 
was  $54.3  billion,  representing  15.51  %  of  the  total  net  assets  of  all  funds  reporting 
derivatives  holdings  and  5.67%  of  the  total  net  assets  of  the  fiind  complexes  participating  in 
the  survey.    The  survey  also  indicated  that  the  level  of  use  of  derivatives  varied  by  fund 
type,  with  fixed  income  funds  accounting  for  84%  of  the  total  market  value  of  all  derivatives 
held  by  reporting  funds  and  62%  of  the  total  notional  amount." 

Notwithstanding  that  the  use  of  derivatives  by  mutual  funds  generally  appears  to  be 
limited,  recently  there  have  been  reports  of  significant  los.ts  by  some  investment  companies 
from  investments  in  derivative  instruments."   For  example,  one  short-term  government  bond 
fund  investing  in  mortgage  securities  was  reported  to  have  declined  4%  in  value  in  one  day 
last  month,**  and  another  was  reported  to  have  lost  23%  in  1994." 

Months  before  these  reports  surfaced,  the  Commission  was  concerned  about  investor 
protection  issues  raised  by  mutual  fund  investments  in  derivatives.    In  the  past  year,  the 
Commission  has  taken  a  multi-faceted  approach  to  mutual  fund  use  of  derivative 
instruments,  focusing  on  a  broad  range  of  issues,  including  disclosure,  risk  management, 
pricing,  leverage,  and  liquidity.   A  staff  task  force  has  examined  the  derivatives  disclosures 
of  100  investment  companies,  representing  a  broad  sample  of  complexes  and  fund  types,  and 
the  Commission's  fund  disclosure  review  staff  has  given  heightened  scrutiny  to  derivatives 
disclosure  in  prospectuses  and  registration  statements.    In  addition,  our  inspection  staff  is 
examining  and  reporting  on  the  derivatives  activities  of  each  fund  inspected.    We  are 
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considering  whether  our  inspection  process  should  be  augmented  by  periodic  reporting  to  the 
Commission  of  fund  portfolio  holdings. 

We  believe  it  is  important  that  investors  receive  understandable  disclosure  about  the 
manner  in  which  a  mutual  fiind  uses  derivatives  and  the  associated  risks.    To  address  this 
problem,  last  February,  the  Commission  staff  issued  a  letter  to  all  registered  investment 
companies,  noting  that  in  many  cases  fund  disclosures  regarding  derivative  instruments  are 
unduly  lengthy  and  technical.    The  letter  encourages  funds  to  identify  areas  of  derivatives 
disclosure  that  can  be  modified  to  enhance  investor  understanding  of  the  risks  associated 
with  derivative  instruments." 

The  Commission  continues  to  work  to  improve  derivatives  disclosure  through  our 
review  of  prospectuses  filed  by  mutual  funds.    We  also  are  considering  whether  rulemaking 
is  appropriate  to  enhance  risk  disclosure  to  mutual  fund  investors,  perhaps  through  some 
form  of  standardized,  quantitative  risk  disclosure. 

Adequate  management  controls  are  critical  to  a  mutual  funds  ability  to  monitor  the 
risks  associated  with  derivatives.    Adequate  management  controls  also  are  important  to 
accurate  pricing  of  derivative  instruments,  which  may  be  a  difficult  task  in  the  case  of 
certain  OTC  derivatives.    In  our  inspections,  we  have  found  that  a  number  of  funds  appear 
to  have  strong  management  controls  in  place,  but  we  remain  concerned  that  these  funds  may 
not  be  fiilly  representative  of  the  industry.    We  will  continue  to  inspect  funds'  management 
controls  and  will  consider  rulemaking,  as  appropriate,  to  encourage  better  management 
controls. 
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We  also  are  reviewing  the  regulatory  limitations  on  mutual  fund  investments  in 
derivatives.    In  general,  the  Investment  Company  Act  of  1940  ("Investment  Company  Act") 
does  not  contain  broad  prohibitions  on  a  mutual  fund's  investment  in  any  particular  type  of 
instniments,  including  derivatives.    The  Investment  Company  Act  does,  however,  contain 
limitations  on  a  fund's  use  of  leverage,"  which  the  Commission  staff  has  inteipreted  as 
restricting  fund  investments  in  certain  derivative  instruments  that  create  fund  obligations  to 
someone  other  than  fund  shareholders  ~  for  example,  a  put  option  written  by  the  fund  that 
obligates  the  fund  to  purchase  securities  from  the  option  holder."   The  staff  also  has  taken 
the  position  that  non-money  market  mutual  funds  must  not  invest  more  than  1 5  %  of  their  net 
assets  in  illiquid  assets,"  and  certain  derivative  instruments  are  illiquid.    We  are  reviewing 
these  leverage  and  Uquidity  restrictions  in  the  context  of  derivative  instruments  to  determine 
whether  they  continue  to  reflect  appropriate  regulatory  f>olicies  and  whether  they  should  be 
supplemented  by  other  forms  of  regulation. 

The  use  of  derivatives  by  money  market  funds  is  another  area  that  has  merited  our 
special  attention.*  Over  the  past  two  and  one-half  years,  we  have  been  looking  at  money 
market  fund  use  of  financially  engineered  instruments  that  may  be  able  to  achieve  their 
intended  results  only  in  a  stable  interest  rate  environment.    In  particular,  we  are  concerned 
that  money  market  funds  have  purchased  new  types  of  adjustable  rate  instruments  whose 
maricet  value  may  not  return  to  par  at  the  time  of  an  interest  rate  adjustment,  with  the  result 
that  fund  share  price  stability  could  be  threatened."    Most  recently,  we  raised  the  issue  in 
proposing  amendments  to  Rule  2a-7  under  the  Investment  Company  Act,  our  money  market 
fiind  rule."  Money  market  funds  form  a  particulariy  important  segment  of  the  industry 
because,  despite  the  disclaimers,  individual  investors  often  perceive  these  funds  as  the 
functional  equivalent  of  insured  bank  accounts. 
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We  have  acted,  and  will  continue  to  act,  to  enhance  investor  protection  in  the  area  of 
mutual  fund  derivative  investments.    Chairman  Levitt  also  has  urged  fund  directors  to 
exercise  meaningful  oversight  of  fund  derivative  investments,  involving  themselves  in 
portfolio  strategies,  risk  management,  disclosure  and  pricing  issues,  accounting  questions, 
and  internal  controls.*'   While  the  Commission's  resources  are  sufficient  to  permit  it  to 
scrutinize  the  derivatives  activities  of  individual  mutual  funds  on  only  a  periodic  basis,*"  the 
direaors  of  each  fund  are  positioned  and  obligated  to  promote  the  interests  of  the  fund's 
shareholders  on  an  ongoing  basis. 

E.        Dealers'  Activities 

Broker-dealers  in  securities  and  their  affiliates  have  been  involved  in  the  OTC 
derivatives  business  since  its  inception.    Generally  acting  as  intermediaries,  these  firms 
principally  undertake  a  dealer  or  market  making  function.    Within  this  context,  dealers 
attempt  to  create  so-called  "matched  books"  in  derivatives  by  utilizing  offsetting  derivatives 
contracts  or  by  hedging  their  exposures  with  securities  or  other  types  of  financial 
instruments,  such  as  futures.    These  dealers  play  a  significant  role  in  the  OTC  derivatives 
market.    Nonetheless,  as  both  the  CFTC  and  GAO  reports  point  out,  the  amount  of  activity 
undertaken  by  securities  firms  is  relatively  small  in  relation  to  banks.    Moreover,  as  noted 
earlier,  the  aggregate  rq)lacement  cost  of  derivatives  contracts  by  securities  firms  is  a  small 
percentage  of  the  total  notional  amount  of  these  contracts. 

Only  six  highly  capitalized  securities  firms  engage  in  significant  OTC  derivatives 
activities.    These  firms  tend  to  be  sophisticated  global  conglomerates  whose  activities  cross 
financial  products  and  international  borders.    Their  clients  tend  to  be  large,  sophisticated 
institutions  that  are  sensitive  to  credit  exposures  and  attentive  to  sound  risk  management. 
The  sophistication  and  credit  sensitivity  of  the  marketplace,  together  with  the  discipline 
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imposed  by  the  rating  agencies,  has  led  to  the  development  of  a  generally  well-managed  and 
well-capitalized  dealer  community. 

The  derivatives  activities  of  securities  fums  are  not  conducted  in  the  dark.    To  the 
extent  they  are  transacted  in  the  broker-dealer  registered  with  the  Commission,  the 
transactions  are  subject  to  Commission  regulations  governing  capital  standards,  suitability 
requirements  and  strong  examination  and  enforcement  programs.    To  the  extent  OTC 
derivatives  products  are  booked  in  an  affiliate  of  the  broker-dealer,  market  discipline 
demands  a  high  degree  of  creditworthiness  and  sophistication.    In  addition,  the 
Commission's  risk  assessment  program  provides  us  with  substantial  information  concerning 
the  activities  and  exposures  of  unregistered  OTC  derivatives  dealers. 

We  view  the  information  gathered  under  the  risk  assessment  program  as  a  significant 
complement  to  the  Commission's  existing  broker-dealer  regulatory  authority.    The  risk 
assessment  rules  were  developed  based  upon  the  Commission's  need  for  information  about 
the  activities  of  broker-dealer  affiliates  within  holding  companies.    Following  the  1987 
Martlet  Break,  the  Commission  petitioned  Congress  for,  and  received  under  the  Market 
Reform  Act  of  1990  ("Market  Reform  Act"),  broad  authority  to  require  information 
concerning  the  activities  of  broker-dealer  affiliates.    Pursuant  to  the  Market  Reform  Act,  the 
Commission  adopted  rules  establishing  a  risk  assessment  program"  that  requires  broker- 
dealers  to  TepoTt  information  on  their  material  affiliates  within  the  holding  company  group. 
The  CFTC  is  in  the  process  of  developing  its  own  risk  assessment  program.    As  the  CFTC 
noted  in  its  repon,  data  available  through  these  mechanisms  and  data  used  by  the  federal 
banking  regulators  may  cover  a  very  substantial  portion  of  the  large  dealers  in  the  OTC 
derivatives  markets. 
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Under  its  risk  assessment  program,  the  Commission  receives  sufficient  information  to 
assess  the  nature  of  the  business  transacted  by  derivatives  dealers,  their  exposures,  and  the 
potential  risk  affiliates  may  create  for  registered  broker-dealers.    Specifically,  the 
Commission  receives  quarterly  and  annual  fmancial  statements,  including  profit  and  loss 
information,  from  material  affiliates  engaged  in  derivative  fmancial  activities,  together  with 
information  on  the  volume,  replacement  cost,  and  significant  counterparty  concentrations  for 
interest  rate,  foreign  exchange,  securities,  and  commodities  products.    Other  information 
submitted  to  the  Commission  under  this  program  includes  the  risk  management  policies 
adopted  by  major  U.S.  securities  firms.    Such  policies  include  the  broker-dealer's  methods 
for  monitoring  and  controlling  market,  credit,  and  funding  risk.    To  enable  the  Commission 
to  monitor  significant  credit  exposures  with  respect  to  OTC  derivatives,  the  rules  require 
broker-dealers  to  fiimish  a  counterparty  breakdown  where  credit  risk  exceeds  a  defined 
materiality  threshold.    The  GAO  report  suggests  that  the  Commission's  threshold  is  too  high 
to  obtain  sufficient  information  for  detecting  potential  credit  risk  problems  among  OTC 
dealer  affiliates  of  securities  firms.    This  is  an  area  we  expect  will  be  revisited  in  connection 
with  the  staffs  review  of  the  risk  assessment  program. 

In  addition  to  receiving  the  information  described  above,  the  Commission  works 
closely  with  rq)resentatives  of  the  major  dealers  to  gain  an  in-depth  understanding  of  their 
OTC  derivatives  activities  based  on  the  information  contained  in  the  filed  reports. 
Commission  staff  routinely  meets  with  the  major  U.S.  securities  dealers  and  reviews,  in 
some  detail,  the  nature  and  extent  of  dealer  exposures.    Particular  attention  is  paid  to  the 
controls  employed  by  the  major  U.S.  securities  firms  to  manage  credit  risk.    These  reviews 
generally  include  an  examination  of  credit  functions,  such  as  the  capability  to  perform  credit 
analyses,  approve  and  set  counterparty  credit  limits,  approve  specific  transactions, 
recommend  credit  reserves,  and  manage  overall  credit  exposure.    Reviews  also  typically 
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include  an  evaluation  of  whether  standards  requiring  that  senior  management  approve 
transactions  involving  extensions  of  credit  above  authorized  levels  are  being  followed. 

It  is  extremely  important  that  derivatives  activities  be  undertaken  in  entities  that 
operate  under  risk  management  policies  that  include  systems  of  risk  management 
commensurate  with  the  level  of  risk  involved.    Adequate  risk  management  policies  must 
include  the  establishment  by  derivatives  dealers  of  independent  risk  management  functions, 
such  as  credit  and  internal  audit  committees  separate  from  the  trading  functions  of  the  firm.** 

The  role  of  chief  executive  officers  and  board  members  in  this  process  cannot  be 
overlooked.  While  the  board  and  senior  management  may  not  work  in  the  trenches  of  the 
trading  room,  ultimately  they  are  responsible  for  the  direction  of  the  firm  and  its  "appetite 
for  risk. "  It  is  important  that  they  be  fully  aware  of  the  nature  and  extent  of  risk  inherent  in 
the  derivatives  activities  undertaken  by  the  trading  operation.  Optimally,  the  board  should 
promulgate  clearly  articulated  pwlicies  concerning  derivatives,  and  work  actively  to  update 
those  policies  as  business  and  market  climates  change. 

The  Commission  staff  recently  surveyed  the  major  U.S.  securities  firms  to  determine 
the  extent  to  which  the  major  derivative  broker-dealers  and  their  affiliates  are  implementing 
the  20  risk  management  control  recommendations  contained  in  the  Group  of  Thirty  Report." 
The  responses  to  our  survey  indicate  that  the  top  tier  of  U.S.  securities  firms  are 
substantially  conforming  to  the  Group  of  Thirty  Report's  recommendations.    The  firms 
surveyed  account  for  virtually  all  of  the  OTC  derivatives  activity  undertaken  by  U.S. 
securities  firms.    Although  this  is  positive  news,  we  also  believe  that  risk  management 
policies  must  continue  to  evolve  and  adapt  to  changes  in  business  practices  and  technology. 
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In  addition  to  the  continuing  examination  of  the  risk  management  systems  of 
derivatives  dealers,  the  Commission's  existing  financial  responsibility  rules  provide  a  check 
on  the  internal  controls  of  broker-dealers  registered  with  the  Commission.    Specifically,  the 
Commission's  rules  require  the  independent  audit  of  a  broker-dealer's  internal  controls,  and 
the  auditor's  repon  to  management  of  any  material  inadequacies  in  such  internal  controls.^ 

We  do  not  believe  it  is  appropriate  at  this  time  for  the  Commission  to  mandate 
specific  risk  management  policies  for  dealers  in  derivatives.    One  of  the  strengths  of  the 
OTC  derivatives  market  is  its  flexibility  and  its  ability  to  change.    For  this  reason,  the 
"state-of-the-art"  in  management  controls  can  be  expected  to  evolve.    Freezing  today's 
standards  for  the  future  may  prove  to  be  a  mistake.    We  would  advocate  a  more  fluid 
approach,  whereby  industry  representatives  and  regulators  would  act  together  to  ensure  that 
risk  management  systems  are  up  to  the  complex  task  of  controlling  the  risks  in  OTC 
derivatives  trading.    Our  focus  will  be  on  the  details  of  internal  and  external  audit  functions, 
and  the  operation  of  audit  committees.    Our  goal  will  be  communication  and  implementation 
of  the  most  sound  risk  management  practices. 

Currently,  we  regulate  only  those  entities,  including  broker-dealers,  that  are 
registered  with  the  Commission.    The  Commission  always  has  advocated  a  strong  broker- 
dealer  regulatory  program  with  strong  capital  standards.    Such  standards  should  provide 
protection  against  market  downturns  and  excessive  leverage  without  preventing  the  flow  of 
capital  into  the  securities  industry  or  unduly  diminishing  a  dealer's  return  on  equity.    The 
Commission's  primary  financial  responsibility  standard,  the  net  capital  rule,  ensures  that 
sufficient  net,  liquid  assets  are  maintained  by  broker-dealers  and  that  they  are  insulated 
against  potential  market  and  credit  risks.*" 
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Under  the  net  capital  rule,  broker-dealers  are  required  to  maintain  certain  amounts  of 
liquid  assets,  or  net  capital,  based  on  the  amount  and  type  of  business  the  firm  transacts. 
The  net  capital  rule's  existing  structure  reflects  the  traditional  nature  of  a  broker-dealer's 
business,  which  historically  was  a  short-term  trading  business.    The  growing  importance  of 
OTC  derivative  products,  which  tend  to  be  longer  term  and  reliant  on  credit,  has  presented 
new  challenges.    Currently,  the  net  capital  rule  discourages  broker-dealers  from  incurring 
credit  risk  by  assessing  a  100%  capital  charge  on  unsecured  receivables.    We  have  been 
informed  that  these  charges  have  contributed  to  the  movement  of  activities  in  many  OTC 
derivatives  from  registered  broker-dealers  to  their  affiliates. 

Due  to  concerns  that  the  net  capital  rule  may  not  appropriately  reflect  the  risks 
inherent  in  derivative  products,  and  in  light  of  the  practice  among  dealers  to  conduct  OTC 
derivatives  activities  in  unregistered  entities,  the  Commission  currently  is  undertaking  a 
comprehensive  review  of  the  net  capital  rule.    On  May  4,  1993,  the  Commission  issued  a 
concept  release  regarding  the  application  of  the  net  capital  rule  to  derivative  products,* 
which  sought  public  comment  on  the  appropriate  net  capital  treatment  of  the  market  risk  on 
options,  currency  forwards,  currency  swaps,  interest  rate  swaps,  and  equity  swaps  and  the 
credit  risk  on  OTC  derivative  products.    Although  the  Commission's  net  capital  rule  applies 
only  to  registered  broker-dealers,  the  concerns  raised  in  the  concept  release  are  relevant  to 
all  derivatives  dealers,  as  well  as  end-users  transacting  business  with  derivatives  dealers. 

In  addition,  the  Commission  issued  earlier  this  year  a  release  proposing  the  use  of  a 
theoretical  pricing  model  to  set  capital  charges  for  listed  options  and  related  positions." 
This  proposal  -  incoiporating  for  the  first  time  modem  portfolio  theory  into  the  net  capital 
rule  -  only  applies  to  listed  options  and  related  positions  because  the  Commission  believed  it 
would  be  appropriate  to  begin  this  more  sophisticated  approach  to  capital  charges  under  a 
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controlled  environment.    The  Commission  staff,  however,  is  currently  working  with  the 
industry  on  an  objective  approach  that  would  extend  this  theoretical  pricing  approach  to 
OTC  options,  including  debt  options.    Furthermore,  the  Commission  staff  also  is  developing 
an  afiproach  that  would  integrate  interest  rate  swaps,  futures  and  forward  contracts  on  debt 
instruments,  government  securities,  and  debt  securities  into  a  unified  computation  of  market 
risk  capital  charges.  ^^ 

Finally,  the  Commission  staff  is  developing  a  separate  proposal  to  assess  capital 
charges  on  the  credit  risk  inherent  in  certain  OTC  derivative  products  including  OTC 
options,  interest  rate  swaps,  and  foreign  currency  forwards.    As  mentioned  above,  the  net 
capital  rule  currently  assesses  a  100%  charge  on  unsecured  receivables,  or  credit  risk. 
Consideration  is  being  given  to  several  industry  proposals  to  devise  a  more  sophisticated 
approach  that  would  accommodate  broker-dealers  trading  OTC  derivative  products  in 
registered  entities. 

While  our  efforts  in  implementing  the  risk  assessment  program  and  revising  the  net 
capital  rule  have  been  effective  and  responsive  in  ensuring  the  financial  integrity  of  broker- 
dealers  subject  to  its  rules,  we  share  GAO's  concern  regarding  the  OTC  derivatives 
activities  conducted  in  unregulated  affiliates  of  broker-dealers.    Specifically,  we  believe 
more  can,  and  should,  be  done  to  address  areas  such  as  capital  standards  that  deal  with 
market  and  credit  risks  and  leverage  concerns,  suitability  standards,  risk  management 
controls,  the  enforceability  of  netting  arrangements,  recordkeeping  and  reporting 
requirements,  including  audits  by  independent  public  accountants,  and  examination  and 
enforcement  by  the  Commission  and,  if  appropriate,  a  SRO."   In  addition  to  issues  related 
to  the  integrity  of  individual  firms,  we  also  must  be  cognizant  of  the  potential  interaction 
between  the  trading  activity  by  derivatives  dealers  and  the  cash  markets. 
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Implementation  of  any  such  regulatory  plan  may  require  legislative  or  regulatory 
action,  or  some  combination  of  the  two.    At  this  time,  we  are  not  submitting  a  legislative 
request  to  Congress.    We  believe  that  the  Commission  has  appropriate  tools  for  existing 
oversight.    The  Commission  also  has  experienced  a  high  level  of  cooperation  by  both 
registered  broker-dealers  and  their  unregistered  afTiliates  in  discussing  how  to  improve 
oversight.    We  have  every  expectation  that  we  can  work  with  the  industry  to  develop  such  a 
regulatory  plan.    If  it  becomes  necessary  to  come  back  to  Congress  with  a  request  for 
specific  legislative  action,  we  will  not  hesitate  to  do  so.    For  the  time  being,  we  intend  to 
explore  with  the  industry  and  others  the  best  methods  of  accompUshing  these  regulatory 
goals. 

Finally,  any  effective  solution  ultimately  will  require  coordination  with  banking  and 
other  domestic  regulators,  as  well  as  the  international  community.    It  is  critical,  however,  to 
bring  the  securities  dealers  under  prudent  standards  quickly,  even  while  addressing  the 
complex  task  of  more  harmonized  standards  across  markets  and  institutions. 

F.        Netting 

There  is  currently  a  need  for  greater  certainty  and  coordination  in  the  bankruptcy 
treatment  of  derivative  products  to  reduce  systemic  risk.    By  reducing  settlement  risk  as  well 
as  credit  exposure,  netting  contributes  to  the  reduction  of  systemic  risk  in  the  derivatives 
market.    Netting  decreases  the  number  and  value  of  daily  settlement  obligations  and  permits 
participants  to  execute  more  transactions  before  reaching  their  credit  limits. 

The  Commission  has  sought  this  certainty  by  supporting  the  passage  of  the  netting 
provisions  in  the  FDICIA,*"  affirming  the  enforceability  of  netting  arrangements  between 
financial  institutions.   It  also  has  worked  with  the  Board  of  Governors  of  the  Federal 
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Reserve  System  on  a  proposal  that  would  expand  the  pool  of  institutions  qualified  to  rely  on 
the  netting  provisions  under  FDICIA  to  include  swaps  dealers  meeting  certain  fmancial 
thresholds.    Nonetheless,  there  are  still  many  situations  in  which  the  enforceability  of  netting 
provisions  may  be  questioned."  This  is  the  case  when  a  transaction  is  not  expressly 
enumerated  under  the  Financial  Institutions  Reform,  Recovery  and  Enforcement  Act  of  1989 
("FIRREA")  or  the  Bankruptcy  Code,  such  as  spot  foreign  exchange  agreements,  and 
FDICIA  does  not  apply.    The  Commission  continues  to  work  with  other  regulators  and  with 
industry  representatives,  including  the  Commission's  Market  Transactions  Advisory 
Committee,  toward  revising  the  laws  to  eliminate  this  netting  uncertainty. 

We  believe  that  the  establishment  of  a  properly  structured  and  regulated 
clearinghouse  could  help  to  reduce  the  legal,  operational,  and  credit  risks  for  OTC 
derivatives  dealers  and  end-users.    A  clearinghouse  for  swaps  transactions,  for  example, 
would  benefit  dealers  by  improving  data  collection,  trade  matching,  and  risk  management, 
by  enhancing  the  potential  for  multilateral  netting  and  mutualization  of  risks,  and  by 
providing  centralized  management  of  relations  with  and  dissemination  of  information  to 
regulators,  banks,  and  market  participants.    In  addition,  a  swaps  clearinghouse  would  help 
reduce  the  credit  exposure  of  end-users  by  shielding  them  from  the  default  of  a  particular 
counterparty.    This  protection  may  become  more  important  as  the  OTC  market  expands. 
Finally,  in  the  Commission's  experience,  clearinghouses  provide  dealers  and  end-users  with 
operational  efficiencies  that  can  result  in  savings  to  dealers,  even  if  they  are  not  direct 
participants  in  the  clearinghouse,  which  could  be  passed  on  to  end-users.**   Although  many 
issues  need  to  be  resolved  before  a  swaps  clearinghouse  could  be  established,  the 
Commission  staff  will  woric  with  other  regulators  and  industry  participants  to  resolve  legal 
or  regulatory  impediments  to  the  development  of  a  clearinghouse." 
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G.        Suitability 

Another  area  worthy  of  consideration  is  the  suitability  of  recommendations  in 
derivative  products.    The  customer  base  of  the  derivatives  market,  which  began  with  only 
the  largest,  most  sophisticated  institutions,  will  expand  over  time.   The  use  of  derivatives  by 
a  wider  range  of  potential  end-users  raises  different  suitability  concerns  depending  on  the 
end-user.    For  example,  the  concerns  created  by  the  use  of  derivatives  by  highly 
sophisticated  multi-national  companies  to  manage  their  business  exposures  differ  from  those 
raised  when  the  end-user  is  a  pension  fiind  or  a  foundation  seeking  to  protect  its  fmancial 
assets.    When  retail  investors  are  added  to  this  mix,  additional  concerns  are  raised. 

Highly  sophisticated  end-users  may  understand  derivatives  products  and  trading 
strategies.    Less  sophisticated  institutional  and  retail  customers  simply  may  not  understand 
these  products  and  strategies  as  well.    This  situation  makes  it  necessary  to  ensure  that 
suitability  standards  take  into  account  the  differences  among  derivatives  users.    In  all  cases, 
however,  end-users  should  have  adequate  information  to  evaluate  the  risks  inherent  in  the 
product  being  purchased. 

Securities  SRO  rules  already  require  broker-dealers  to  make  suitability  determinations 
before  recommending  customer  trades.    Their  rules  generally  require  that  broker-dealers 
have  reasonable  grounds  for  believing  that  their  recommendations  are  suitable  for  a  customer 
based  on  information  regarding  the  customer's  fmancial  situation  and  needs.    Broker-dealers 
effecting  transactions  in  options,  whether  such  securities  are  traded  on  an  exchange  or  in  the 
OTC  market,  are  subject  to  additional  requirements.    For  example,  NASD  rules  require 
specific  approval  of  customer  accounts  for  OTC  options  trading. 
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The  Commission's  staff  will  work  with  the  SROs  to  evaluate  whether  broker-dealers 
are  making  suitable  recommendations  to  customers  engaging  in  derivatives  transactions.    We 
have  requested  a  meeting  with  a  group  of  representatives  of  the  SROs  to  hear  their  thoughts 
and  suggestions  on  the  issue  as  well  as  on  the  development  of  suitability  standards  for  OTC 
derivative  products.    Such  discussions  are  part  of  the  process  of  implementing  the  agenda 
for  oversight  of  the  OTC  derivatives  market  specified  in  the  recently  issued  joint  statement 
by  the  Commission,  the  CFTC,  and  the  U.K.  Securities  and  Investments  Board  ("SIB").   In 
addition,  we  think  it  is  particularly  important  to  develop  suitability  standards  that  specifically 
address  recommendations  in  OTC  derivatives  transactions. 

H.        Regulatory  and  International  Coordination 

Aside  from  the  areas  of  concern  to  the  Commission's  program,  we  recognize  that 
derivative  products  and  dealers  cross  product,  regulatory,  and  international  boundaries.    For 
this  reason,  we  strongly  support  the  CFTC  report's  emphasis  on  interagency  -  and 
international  -  cooperation  as  a  means  of  addressing  areas  of  concern  regarding  derivative 
products.    Accordingly,  the  Commission  and  staff  regularly  meet  with  banking  and  futures 
regulators  to  discuss  a  broad  range  of  structural  and  policy  issues,  including  developments 
in,  and  various  risks  posed  by,  the  derivatives  market.    These  meetings  provide  the 
participants  with  a  valuable  opportunity  to  draw  upon  each  agency's  experience  and 
expertise.    The  CFTC  report  recommended  the  establishment  of  an  interagency  council  to 
coordinate  approaches  to  derivative  products,  and  suggested  that  the  Working  group  might 
serve  this  function.   The  Working  Group  was  revived  in  early  1994  and  is  expressly  dealing 
with  the  issue  of  derivative  products.    Over  the  past  few  months,  the  Working  Group  has 
held  a  number  of  meetings  to  discuss  a  broad  range  of  structural  and  policy  issues 
concerning  OTC  derivative  markets. 
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In  addition,  the  Commission  coordinates  with  foreign  regulators  in  the  regulation  of 
risks  associated  with  OTC  derivative  products.    Specifically,  the  Commission  is  an  active 
participant  in  working  groups  and  committees  of  the  International  Organization  of  Securities 
Commissions  ("IOSCO")  and  working  groups  of  the  Basle  Committee  on  Banking 
Supervision  ("Basle  Committee").    Both  organizations  have  been  discussing  capital  standards 
for  equity  and  debt  securities  positions,  including  derivative  p>ositions. 

Finally,  on  March  15,  1994,  the  Commission,  the  CFTC,  and  the  SIB  issued  a  joint 
statement  setting  forth  an  agenda  for  the  oversight  of  the  OTC  derivatives  market. 
Recognizing  the  size  and  the  global  nature  of  the  OTC  derivatives  market,  the  joint 
statement  identifies  ways  in  which  these  three  agencies  can  cooperate  in  their  respective 
regulatory  approaches  to  OTC  derivatives  and  is  intended  to  provide  a  framework  for 
enhanced  international  regulatory  cooperation.    The  staff  of  the  Commission,  the  CFTC,  and 
the  SIB  have  held  discussions  on  the  actions  necessary  to  implement  the  joint  statement. 
These  include,  among  other  matters,  the  development  of  mechanisms  for  exchanging 
information  on  the  operations  of  significant  derivative  dealers,  addressing  the  legal 
uncertainties  of  netting  arrangements,  and  stress  testing  major  dealers'  proprietary  models 
for  capital  charges. 

One  of  the  goals  of  the  joint  statement  is  to  promote  wider  regulatory  cooperation  by 
discussing  the  joint  statement  with  other  regulators,  both  domestic  and  international. 
Accordingly,  the  chairmen  of  the  SIB  and  the  Commission  sent  a  letter  to  Mr.  Sohei 
Hidaka,  the  Director-General  of  the  Securities  Bureau  of  the  Ministry  of  Finance  in  Japan, 
expressing  the  hope  that  the  joint  statement  would  provide  a  basis  for  further  multilateral 
issues  in  this  area.    We  are  happy  to  say  that  the  Japanese  Ministry  of  Finance  has  agreed  in 
principle  to  work  with  other  regulators  in  the  area  of  OTC  derivatives  oversight. 
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The  Commission  agrees  with  the  GAO's  recommendation  that  the  U.S.  regulators 
exhibit  leadership  in  harmonizing  international  standards  for  derivative  products.    We 
believe  that  because  of  the  global  nature  of  the  OTC  derivatives  mailcet,  any  effective 
regulatory  framework  must  include  international  cooperation  and  coordination.   The  joint 
statement  provides  an  excellent  basis  for  this  type  of  relationship.    Our  goal  is  to  involve  the 
Group  of  10  countries  in  discussions  regarding  the  implications  of  derivatives  for  the  global 
financial  system.    It  is  important  to  remember,  however,  that  international  cooperation  and 
harmonization  does  not  mean  lowering  regulatory  standards  to  the  lowest  common 
denominator. 

CONCLUSION 

To  conclude,  we  would  like  to  emphasize  that  the  U.S.  securities  markets  remain  the 
most  vibrant  and  healthy  markets  in  the  world.    One  of  the  assets  of  our  markets  is  their 
ability  to  assimilate  technological  innovations  and  new  products.  The  development  of  the 
OTC  derivatives  markets  has  provided  benefits  to  our  marketplace  and  its  participants  ~  but 
any  new  development  must  be  watched  closely.    We  have  done  so,  and  under  the  approach 
we  have  set  forth  today,  will  continue  to  move  forward.    The  Commission  remains 
committed  to  ensuring  that  our  markets  continue  to  be  the  national  resource  they  are  globally 
recognized  to  be. 
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1.  Commodity  Futures  Trading  Commission,  OTC  Derivatives  Markets  and  Their 
Regulation  (1993);  United  States  General  Accounting  Office,  Pub.  No.  94-133,  Financial 
Derivatives:    Actions  Needed  to  Protect  the  Financial  System  (1994). 

2.  The  term  "derivative"  can  be  used  to  refer  to  any  flnancial  product  that  derives  its 
value  from  other  assets.    Derivative  products,  therefore,  encompass  not  only  standardized 
financial  products  such  as  options  and  futures,  which  have  been  traded  on  exchanges  for 
many  years,  but  also  customized  products  such  as  swaps  and  forwards,  which  are  traded  by 
dealers  in  the  OTC  market. 

3.  In  response  to  the  growing  OTC  market  for  stock  index  options,  the  Chicago  Board 
Options  Exchange  developed  an  OTC -type  of  stock  index  options  contract  for  trading  on  an 
exchange.    These  Flexible  Exchange  Cations,  or  "FLEX  Options,"  are  large-sized, 
customized  index  options.    In  addition,  the  Philadelphia  Stock  Exchange  has  proposed 
establishing  a  FLEX  framework  for  foreign  currency  options.    The  Commission  believes  that 
FLEX  Options  bgnefit  market  participants  who  effect  transactions  in  the  OTC  marketplace  in 
numerous  ways. 

4.  In  general,  concerns  expressed  regarding  the  growth  of  derivatives  are  directed  at  the 
more  exotic  OTC  derivative  products,  which  are  sold  and  intermediated  for  the  most  part  by 
the  major  banks  and  securities  dealers.    These  concerns  arise,  in  part,  because  of  large 
exposures  created  by  these  products  for  the  major  fmancial  institutions.    In  addition,  because 
OTC  derivative  products  often  are  complex  in  design,  they  can  be  difficult  for  dealers  and 
end-users  to  manage. 

5.  Concerning  Safety  and  Soundness  Issues  Related  to  Bank  Derivatives  Activities: 
Hearing  Before  the  House  Committee  on  Banking,  Finance  and  Urban  Affairs,  103rd  Cong., 
1st  Sess.  103-88  (1993)  (testimony  of  J.  Carter  Beese,  Jr.,  Commissioner,  U.S.  Securities 
and  Exchange  Commission). 

6.  Procter  &  Gamble  and  Gibson  Greetings  announced  in  April  1994  that  they  had  lost 
$102  million  and  $19.6  million,  respectively,  on  interest  rate  swaps.    On  May  12,  1994,  Air 
Products  &  Chemicals  Inc.  announced  that  it  lost  $60  million  on  interest  rates  swj^)s.    In 
addition,  Marion  Merrell  Dow  announced  in  April  1994  that  it  expected  to  take  a  charge  of 
between  $11.9  million  and  $13.9  million  from  investments  lost  as  part  of  Askin  Capital 
Management's  hedge  funds  liquidation.    The  ARCO  pension  fund  announced  in  April  1994 
that  it  lost  $22  milJjon,  which  accounts  for  5.3%  of  its  principal,  from  derivatives  activities. 

7.  See  e.g.,  GAO  Report,  supra  note  1;  Financial  Accounting  Standards  Board, 
Proposed  Statement  of  Financial  Accounting  Standards,  "Disclosure  About  Derivative 
Financial  Instruments,"  (Apr.  14,  1994)  [hereinafter  Exposure  Draft];  House  Banking 
Committee  Minority  Staff,  103rd  Cong.,  1st  Sess.,  Report  on  Financial  Derivatives 
(November  1993);  Group  of  Thirty,  "Derivatives:    Practices  and  Principles,"  (July  1993) 
[hereinafter  Group  of  Thirty  Report]. 

8.  Group  of  Thirty  Rqwrt,  supra  note  7. 

9.  Standards  already  resulting  from  that  project  include: 

•  Statement  of  Financial  Accounting  Standards  ("SFAS")  No.  105,  Disclosure  of 
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Information  about  Financial  Instruments  with  Off-Balance  Sheet  Risk  and 
Financial  Instruments  with  Concentrations  of  Credit  Risk  (March  1990); 

•  SFAS  No.  107,  Disclosures  about  Fair  Value  of  Financial  Instruments 
(December  1991); 

•  SFAS  No.  110,  Reporting  by  Defined  Benefit  Pension  Plans  of  Investment 
Contracts  (August  1992); 

•  SFAS  No  114,  Accounting  by  Creditors  for  Impairment  of  a  Loan  (May 
1993);  and 

•  SFAS  No.  115,  Accounting  for  Certain  Investments  in  Debt  and  Equity 
Securities  (May  1993). 

10.  Exposure  Draft,  supra  note  7. 

11.  In  addition,  the  exposure  draft  encourages  the  disclosure  of  quantified  information 
about  interest  rate  or  other  market  risks  in  a  manner  that  is  consistent  with  the  way  the 
entity  manages  risks  and  that  would  be  useftil  in  examining  the  success  of  the  entity's 
strategies  for  holding  and  issuing  derivative  financial  instruments.    The  exposure  draft 
recommends  that  similar  information,  classified  by  type  of  risk,  also  be  disclosed  about  the 
risks  of  other  financial  instruments  or  nonfinancial  assets  and  liabilities  to  which  derivative 
financial  instruments  are  related  by  a  risk  management  strategy. 

The  exposure  draft  suggests  ways  of  reporting  quantified  information  including  the 
disclosure  of:    (1)  more  details  about  current  positions  and,  perhaps,  activities,  (2)  the 
hypothetical  effects  on  equity  or  annual  income  of  various  changes  in  market  prices,  (3)  a 
gap  analysis  of  interest  repricing  on  maturity  dates,  (4)  the  duration  of  financial  instruments, 
or  (5)  the  entity's  largest  value  at  risk  level  during  the  reporting  period  and  as  of  the  end  of 
the  reporting  period  from  derivative  financial  instruments  and  from  other  positions. 
Exposure  Draft  supra  note  7. 

12.  Information  sought  through  the  comment  process  includes,  depending  on  the  nature  of 
the  activities: 

•  Revenues  from  derivatives  trading,  including  a  breakdown  of  revenues  derived 
from  foreign  exchange,  interest,  equity,  and  other  major  types  of  derivative 
products  quantified  and  separately  identified; 

•  A  description  of  the  registrant's  significant  end-user  activities  indicating  the 
specific  risk  being  managed  and  the  type  of  instrument  and  strategy  used  to 
manage  that  risk  (e.g..  foreign  currency  swaps  used  to  manage  exchange  rate 
risk  in  designated  foreign  currency  denominated  transactions),  including 
quantified  information  related  to  the  on  balance  sheet  position  (if  any)  being 
managed  and  the  related  derivative  positions; 

•  A  summary  of  open  derivatives  positions  at  period  end  that  includes  for  each 
major  category  of  derivative  instrument  the  notional  amount,  carrying  value, 
fair  value,  gross  unrealized  gains  and  gross  unrealized  losses  for  each 
category; 


224 


-34- 

•  For  interest  rate  swaps,  the  summary  should  include  categories  for  year 
of  maturity,  major  swap  terms  and  average  interest  rates  for  each  of 
the  receive  fixed/pay  variable,  and  the  pay  fixed/receive  variable 
categories,  and  other  information  to  enable  investors  to  understand  the 
interest  rate  exposure  of  the  instruments; 

•  For  futures,  forwards,  and  options,  including  puts  and  calls,  the  period 
end  summary  should  distinguish  between  contracts  written  and 
contracts  purchased,  and  should  aggregate  instruments  with  similar  risk 
characteristics  such  as  interest  rate,  foreign  exchange,  commodity  and 
equity  price  risk. 

•  For  complex  instruments  which  contain  several  risks,  disclosure  of 
each  instrument  and  its  terms  and  attributes. 

•  Quantified  information  concerning  terminations  of  derivative  positions 
accounted  for  as  hedges  including  the  amounts  of  gross  realized  gains  and 
gross  realized  losses  from  terminations  prior  to  maturity,  including  the 
amounts  of  any  such  gains  and  losses  where  income  statement  recognition  is 
being  deferred.    For  such  deferred  gains  and  losses,  disclosure  of  the  fiscal 
year  in  which  recognition  in  income  is  expected;  and 

•  Management  methods  and  quantified  parameters  used  to  monitor  and  control 
risk  management  strategies,  including  stress  testing  and  sensitivity  analysis. 

13.  See  Accounting  Series  Release  ("ASR")  No.  123  (Mar.  23  1972),  37  FR  6850;  In_re 
McKesson  &  Robbins,  Inc.,  ASR  No.  19  (December  5,  1940),  [1937-1982  Transfer  Binder] 
Fed.  Sec.  L.  Rep.  (CCH)  1  72,020. 

14.  ASR  No.  123,  (March  23,  1972),  37  FR  6850. 

15.  See  SEC  Division  of  Corporation  Finance,  Staff  Report  on  Corporate  Accountability, 
printed  for  use  by  the  Senate  Committee  on  Banking,  Housing  and  Urban  Affairs,  96th 
Cong.,  2d  Sess.,  486-510  (September  4,  1980). 

16.  Item  7(e)  of  Schedule  14A,  17  C.F.R.  §  240.14a-101. 

17.  Item  304  of  Regulation  S-K,  17  C.F.R.  §  229.304. 

18.  See,  e.g..  In  re  Theodore  Hofmann,  Accounting  and  Auditing  Enforcement  Release 
("AAER")  No.  513,  (January  4,  1994);  SEC  v.  Software  Toolworks,  Inc.,  AAER  No.  495 
(September  30,  1993);  SEC  v.  American  Biomaterials  Coiporation,  AAER  No.  187  (April 

19.  1988);  SEC  v.  Gemcraft  Inc.,  et  al.,  AAER  No.  107  (July  31,  1986). 

19.  See,  e.g..  The  Institute  of  Internal  Auditors  Research  Foundation,  Improving  Audit 
Committee  Performance:  What  Works  Best  (A  Research  Report  Prepared  by  Price 
Waterhouse,  1993). 

20.  See  Form  N-SAR,  Item  77B,  17  C.F.R.  §  274.101. 
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21.  See  Exchange  Act  Rule  17a-5(g)  and  0),  17  C.F.R.  §  240.17a-5(g)  and  (j)     The 
rqwrting  requirements  for  broker-dealer  rules  require  that  any  "material  inadequacies"  be 
disclosed.    A  "material  inadequacy"  would  include  any  condition  that  has  contributed 
substantially  to  or,  if  appropriate  corrective  action  is  not  taken,  could  reasonably  be 
expected  to  (i)  inhibit  a  broker-dealer  from  promptly  completing  securities  transactions  or 
promptly  discharging  its  responsibilities  to  customers,  other  broker-dealers,  or  creditors,  (ii) 
result  in  material  fmancial  loss,  (ill)  result  in  material  misstatements  in  the  broker-dealer's 
financial  statements,  or  (iv)  result  in  violations  of  the  Commission's  recordkeeping  or 
financial  responsibility  rules  to  an  extent  that  could  reasonably  be  expected  to  result  in  one 
of  the  three  conditions  described  herein.    Id. 

22.  See  Exchange  Act  Rule  17Ad-13,  17  C.F.R.  §  240.17Ad-13. 

23.  15  U.S.C.  §  78m(b)(2). 

24.  Accounting  Series  Release  No.  278  (June  6,  1980). 

25.  SecuriUes  Act  Release  No.  6789  (July  19,  1988),  53  PR  28009  (July  26,  1988). 

26.  Securities  Act  Release  No.  6935  (April  24,  1992),  57  PR  18421  (Apr.  30,  1992).    In 
addition,  the  Commission  has  since  noted  that  "mandatory  auditing  of  internal  controls" 
could  result  in  "enormous  costs  with  relatively  few  real  benefits."    Statement  of  Richard  C. 
Breeden,  Chairman,  Securities  and  Exchange  Commission,  Before  the  Subcommittee  on 
Telecommunications  and  Finance  of  the  House  Committee  on  Energy  and  Commerce, 
Concerning  H.R.  574,  The  Financial  Fraud  Detection  and  Disclosure  Act  (Feb.  18.  1993)  at 
35. 

27.  The  Federal  Deposit  Insurance  Corporation  Improvement  Act,  Pub.  L.  102-242, 
§  112. 

28.  GAO,  Failed  Banks:  Accounting  and  Auditing  Reforms  Urgently  Needed 
(GAO/AFMD  91-43,  April  1991)  at  8  and  34. 

29.  Committee  of  Sponsoring  Organizations  of  the  Treadway  Commission,  Internal 
Control  -  Integrated  Framework  (August  1992). 

30.  12  C.F.R.  §§  363.2(b)  and  363.3(b),  and  FDIC,  Guidelines  and  Interpretations 
Concerning  Aimual  Independent  Audits  and  Related  Requirements  of  Insured  Depository 
Institutions.  Appendix  to  Part  363,  Chapter  HI,  Title  12,  Code  of  Federal  Regulations,  1^  9 
and  10  (May  1993),  which  indicate  that  the  internal  control  policies  should  include  the 
safeguarding  of  assets.    The  American  Institute  of  Certified  Public  Accountants  has  adopted 
relevant  guidance  in  Statement  on  Standards  for  Attestation  Engagements  No.  2.  "  Reporting 
on  an  Entity's  Internal  Control  Structure  Over  Financial  Reporting"  (May  1993). 

31.  AICPA,  Statement  on  Auditing  Standards  No.  53.  "The  Auditor's  Responsibility  to 
Detect  and  Rqiort  Errors  and  Irregularities,"  1  5  (effective  January  1989). 

32.  Investment  Company  Institute,  Derivative  Securities  Survey,  February  1994.  Survey 
respondents  included  52  fiind  complexes  with  1,728  long-term  funds  (52%  of  industry  long- 
term  funds)  holding  aggregate  net  assets  of  $958  billion  (76%  of  industry  long-term  assets). 
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33.  See,  e.g..  Bond  Fund  Sets  Disclosure  Pact  on  Derivatives,  Wall  St.  J.,  Apr.  18, 
1994,  at  CI;  Paying  the  Piper,  Barron's,  Apr.  11,  1994,  at  15;  Derivatives  Undo  a  Popular 
Paine  Webber  Fund,  Triggering  4%  One-Day  Drop  in  Its  Value,  Barron's,  May  16,  1994,  at 
MW12;  Sinking  Funds,  Barron's,  May  16,  1994,  at  MW12. 

34.  See  Derivatives  Undo  a  Popular  Paine  Webber  Fund,  Triggering  4%  One-Day  Drop 
in  Its  Value,  Barron's,  May  16,  1994,  at  MW12.    PaineWebber  Group  Inc.  announced  that 
it  will  make  payments  of  approximately  $33  million  for  the  benefit  of  current  and  former 
shareholders  of  the  fund,  the  PaineWebber  Short-Term  U.S.  Government  Income  Fund,  and 
will  purchase  certain  mortgage  derivatives  from  the  fiind.    PaineWebber  Group  Inc.  News 
Release,  June  8,  1994. 

35.  McGough,Roben,  Piper  Jqffray  Acts  to  Boost  Battered  Fund,  WM  St.  J.,  May  23, 
1994,  at  CI.    TJie  Wall  Street  Journal  reported  that  the  Piper  Jaffray  Companies  have 
invested  $10  million  in  shares  of  the  fund,  the  Piper  Jaffray  Institutional  Government 
Income  Portfolio. 

36.  Letter  from  Carolyn  B.  Lewis  to  Investment  Company  Registrants  (Feb.  25,  1994). 

37.  Section  18  of  the  Investment  Company  Act  prohibits  mutual  funds  from  issuing  any 
"senior  security"  other  than  a  borrowing  from  a  bank.    Such  borrowings  caimot  exceed  one- 
third  of  a  fund's  assets.    Investment  Company  Act  of  1940,  §  18.  15  U.S.C.  §  80a-18. 

38.  The  Commission  staff  has  taken  the  position  that  some  derivative  investments  are,  in 
effect,  senior  securities  because  they  create  a  fund  obligation  senior  to  the  claims  of  fund 
shareholders.    The  staff  has  permitted  such  investments  if  they  are  "covered"  or  if  fund 
assets  are  earmarked  to  collateralize  the  fund's  obligation.    For  example,  a  put  option 
obligates  the  writer  to  purchase  the  "underlying"  on  exercise.    Therefore,  a  mutual  fund 
may  write  a  put  option  only  if  the  fund  either  covers  the  position  {e.g.,  sells  short  the 
"underlying"  at  a  price  no  less  than  the  option  strike  price)  or  segregates  cash,  U.S. 
govenmient  securities,  or  other  high  grade  debt  securities  in  an  amount  equal  to  the  option 
strike  price.    See,  e.g..  Securities  Trading  Practices  of  Registered  Investment  Companies, 
Investment  Company  Act  Release  No.  10666  (Apr.  18,  1979);  Dreyfus  Strategic  Investing 
and  Dreyfus  Strategic  Income  (pub.  avail.  June  22,  1987). 

The  Investment  Company  Act  generally  does  not  limit  fund  use  of  a  derivative  unless 
it  creates  a  fund  obligation  to  a  third  pany. 

39.  An  illiquid  asset  is  any  asset  that  may  not  be  sold  or  disposed  of  in  the  ordinary 
course  of  business  within  seven  days  at  approximately  the  value  at  which  the  mutual  fund 
has  valued  the  investment.    See  Guidelines  for  Form  N-IA,  Guide  4.    For  money  market 
funds,  the  limit  on  illiquid  assets  is  10%  of  net  assets.    See  Letter  from  Marianne  K. 
Smythe  to  Matthew  P.  Fink,  President,  Investment  Company  Institute  (Dec.  9,  1992). 

40.  See  Arthur  Levitt,  Chairman,  U.S.  Securities  and  Exchange  Commission,  Remarks  at 
the  Investment  Company  Institute  Annual  Conference,  Washington,  D.C.  (May  18,  1994). 

41 .  These  instruments  include  capjped  floaters  (whose  floating  rates  will  not  adjust  above 
a  stated  level),  "CMT  floaters"  (whose  floating  rates  are  tied  to  longer  term  rates  and  which 
will  not  return  to  par  if  the  relationship  between  short-  and  long-term  rates  changes), 
leveraged  floaters  (whose  floating  rates  move  at  multiples  of  market  interest  rate  changes), 
dual  index  floaters  (whose  interest  rates  are  tied  to  two  indexes  and  which  will  not  return  to 
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par  if  the  relationship  between  the  two  indexes  changes),  and  COFI  floaters  (whose  floating 
rates  are  tied  to  the  Cost  of  Funds  Index,  which  substantially  lags  market  rates). 

42.  Investment  Company  Act  Release  No.  19959  (Dec.  17,  1993),  58  PR  68585,  68601- 
68602  (Dec.  28,  1993).    Rule  2a-7  allows  the  maturity  of  adjustable  rate  instruments  to  be 
determined  by  reference  to  interest  rate  adjustment  dates  if  the  instrument  "can  reasonably 
be  expected  to  have  a  market  value  that  approximates  its  par  value"  upon  adjustment  of  the 
interest  rate.    The  proposed  rule  would  clarify  that  the  board  of  directors  or  its  delegate 
must  have  a  reasonable  expectation  that,  upon  adjustment  of  an  instrument's  interest  rate  at 
any  time  until  the  final  maturity  of  the  instrument  or  until  the  principal  amount  can  be 
recovered  through  demand,  the  instrument  will  return  to  or  maintain  its  par  value. 

43.  Arthur  Levitt,  Chairman,  U.S.  Securities  and  Exchange  Commission,  Mutual  Fund 
Directors:    On  the  Front  Line  for  Investors,  Remarks  at  Mutual  Funds  and  Investment 
Management  Conference,  Scottsdale,  Arizona  (Mar.  21,  1994). 

44.  The  Commission's  resources  for  mutual  fund  inspections  have  lagged  far  behind  the 
growth  of  the  industry  in  recent  years.    See  Testimony  of  Arthur  Levitt,  Chairman,  U.S. 
Securities  and  Exchange  Conmiission,  Concerning  Appropriations  for  Fiscal  Year  1995, 
Before  the  Subcommittee  on  Commerce,  Justice,  and  State,  the  Judiciary,  and  Related 
Agencies  of  the  Senate  Committee  on  Appropriations  (May  5,  1994)  at  4-6. 

45.  Exchange  Act  Release  No.  30929  (July  16,  1992),  57  FR  32,159  (July  21,  1992); 
Rules  17h-lT  and  17h-2T  and  Form  17H. 

46.  The  SEC,  CFTC  and  SIB  recently  issued  a  joint  statement  setting  forth  an  agenda  for 
the  oversight  of  OTC  derivatives.    The  joint  statement  included  an  agreement  by  these  three 
regulatory  agencies  to  work  together  and  with  appropriate  industry  groups  and  participants  to 
promote  the  development  of  sound  management  controls  for  the  risk  management  of  OTC 
derivative  products  by  securities  and  futures  firms.    Specifically,  the  joint  statement  listed 
the  following  seven  concepts  that  management  controls  should  embrace: 

(1)  Policies  about  derivative  activities  should  be  promulgated  by  the  board  of 
directors  and  should  be  reviewed  as  business  and  market  circumstances 
change; 

(2)  Execution  of  these  policies  should  be  supported  by  valuation  procedures 
and  techniques,  and  risk  management  and  information  systems  designed  to 
ensure  the  adequacy  of  both  management  information  and  external  reporting; 

(3)  Responsibility  for  implementing  the  policies  should  be  clearly  delineated 
and  the  board  of  directors  should  define  appropriate  levels  of  and  delegated 
authority  for  those  responsible  for  implementing  board  policies  for  supervising 
OTC  derivatives  activities; 

(4)  Information  systems  should  be  designed  to  achieve  full  compliance  with 
the  policies  and  principles,  assist  in  the  active  management  of  derivatives 
activities,  and  provide  an  adequate  flow  of  relevant  information  about  the 
derivatives  activities  not  only  of  the  firm  but  also  of  its  related  entities  on  a 
world-wide  basis; 

(5)  Appropriate  expertise  should  be  maintained  at  all  levels  of  a  firm; 
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(6)  Internal  controls  should  include  units,  which  are  inde^pendent  of  trading 
personnel  and  rqx)rt  directly  to  senior  management,  dedicated  to  the 
evaluation  of  credit,  market,  and  legal  risks;  and 

(7)  i'^ropriate  use  should  be  made  of  risk  reduction  techniques,  such  as 
master  agreements  and  credit  enhancements,  including  collateralization. 

Statement  of  the  Securities  and  Exchange  Commission,  the  Commodity  Futures  Trading 
Commission  and  the  Securities  and  Investments  Board  (March  15,  1994). 

47.  Group  of  Thirty  Report,  supra  note  7. 

48.  See  supra  note  21. 

49.  Exchange  Act  Rule  15c3-l,  17  C.F.R.  §  240.15c3-l. 

50.  Securities  Exchange  Act  Release  No.  32256  (May  4,  1993),  58  FR  27486  (May  10. 
1993).  See  Letter  from  Michael  A.  Macchiaroli,  Associate  Director,  Division  of  Market 
Regulation,  Securities  and  Exchange  Commission  to  Mary  L.  Bender,  The  Chicago  Board 
Options  Exchange  and  Timothy  Hinkas,  The  Options  Clearing  Corporation,  dated  March  15, 
1994. 

51.  Securities  Exchange  Act  Rel.  No.  33761  (March  15,  1994),  59  FR  13275  (March  21, 
1994). 

52.  This  initiative  is  substantially  similar  to  the  international  proposal  of  the  Basle 
Committee  on  Banking  Supervision,  and  we  have  been  working  with  our  international 
counteiparts  in  developing  it. 

53.  As  discussed  in  the  text,  efforts  also  are  underway  by  FASB  and  the  Commission  in 
the  development  of  accounting  recognition  measurement  and  disclosure  standards  that  will 
result  in  fmancial  statements  that  achieve  greater  market  transparency  and  adequate 
information  for  the  users  of  those  statements. 

54.  Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1991,  Pub.  L.  102-242. 

55.  The  Group  of  Thirty  Report  identifies  certain  circumstances  where  the  current 
regulatory  scheme  leaves  an  element  of  uncertainty.    For  a  detailed  analysis  of  the  issues 
surrounding  OTC  derivatives  and  netting  under  the  Bankruptcy  Code,  FIRREA,  and 
FDICIA,  s^  "Over-the-Counter  Derivatives  Transactions:  Netting  under  the  U.S. 
Bankruptcy  Code,  FIRREA  and  FDICLA,"  Memorandum  of  Law  for  the  International  Swaps 
and  Derivatives  Association,  Inc.  prepared  by  Cravath,  Swaine  &  Moore  (June  22,  1993). 

56.  A  swaps  clearinghouse  also  might  increase  the  liquidity  of  the  market. 

57.  In  order  for  a  clearinghouse  to  manage  effectively  the  risks  swaps  create,  it  must  be 
able  to  obtain  accurate  historical  measures  of  price  and  volatility.    Currently,  however,  there 
is  a  lack  of  publicly  reported  data  to  permit  pricing  of  rights  and  obligations  to  protect 
against  potential  price  volatility.   In  addition,  it  would  be  necessary  to  determine  whether  a 
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sufficient  number  of  OTC  derivatives  had  achieved  an  adequate  level  of  fungibility  to  make 
an  OTC  derivatives  clearinghouse  practicable. 
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Written  Submission  of  Patrick  H.  Artxjr 

Chairman,  Board  of  Trade  of  the  City  of  Chicago 

Before  the  Suticommittee  on  Environment,  Credit  and  Rural 
Development  of  the  House  Agriculture  Committee 

June  14,  1994 

Mr.  Chairman  and  members  of  the  Subcommittee,  I  am  Patrick  H.  Arbor, 
Chairman  of  the  Board  of  Trade  of  the  City  of  Chicago.  Thanl<  you  for  the  opportuni- 
ty  to  appear  before  you  today  to  address  a  critical  element  of  this  Subcommittee's 
longstanding  jurisdiction  -  the  derivatives  markets. 

As  recently  as  1992,  this  Subcommittee  played  a  pivotal  role  in  the 
enactment  of  landmark  legislation  on  over-the-counter  derivatives.  That  1992  law 
authorized  the  Commodity  Futures  Trading  Commission  to  provide  legal  certainty  to 
those  OTC  derivatives  that  may  fall  within  its  jurisdiction  and  to  tailor  a  regulatory 
regime  appropriate  to  those  instruments.  You  also  urged  the  CFTC  and  the  General 
Accounting  Office  to  study  the  OTC  derivatives  markets  in  order  to  give  you  a  better 
factual  basis  for  any  future  legislative  decisions. 

Those  studies  have  been  completed  and  we  now  have  had  some 
experience  with  the  CFTC's  exercise  of  its  new  powers.  My  testimony  today  will 
focus  on  what  we  have  learned. 
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The  GAO  Report  confirms  a  number  of  important  facts  we  have  suspect- 
ed for  some  time: 

1)  Derivatives  markets,  whether  OTC  or  exchange- 
traded,  offer  concrete  economic  benefits  to  businesses 
throughout  the  world.  (Page  24) 

2)  The  OTC  derivatives  marl<et  is  larger  -  when  mea- 
sured by  notional  value  -  than  the  exchange-traded  mar- 
ket. (Pages  35-36) 

3)  All  derivatives  markets,  whether  OTC  or  exchange- 
traded,  whether  overseas  or  in  the  U.S.,  strive  to  provide 
the  same  basic  sen/ice  to  their  customers  ~  low  cost,  fair 
and  financially  secure  risk  management  or  trading  oppor- 
tunities.  (Page  24-30)   Unless  regulatory  costs  are  consis- 
tent across-the-board,  one  area  of  derivatives  business  will 
be  favored  over  another.   (Page  107) 

4)  U.S.  exchange  markets  are  heavily  regulated;  no 
gaps  or  regulatory  weaknesses  exist  in  the  regulation  of 
exchange  markets.  (Page  86) 

In  the  Board  of  Trade's  view,  these  four  factual  predicates  are  vitally 
important  to  the  development  of  sound  federal  derivatives  policy.  We  agree  with 
Federal  Reserve  Board  Chairman  Alan  Greenspan's  recent  statements  that  the  time 
has  come  for  a  new  form  of  derivatives  regulation.  That  new  approach  would  recog- 
nize the  true  value  of  private  self-regulation  and  balance  the  need  for  government 
supervision  in  core  areas  against  the  possibility  that  government  efforts  will  interfere 
with  dynamic  market  forces.  The  GAO  Report  itself  also  supports  this  view:  "Innova- 
tion and  creativity  are  strengths  of  the  U.S.  financial  services  industry,  and  these 
strengths  should  not  be  eroded  by  excessive  regulation."  (Page  126) 

This  Subcommittee  has  been  a  step  ahead  of  Chairman  Greenspan. 
During  the  1992  CFTC  Reauthorizatton  process,  you  approved  an  approach  to  OTC 
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and  exchange-traded  derivatives  that  was  historic  and  actually  anticipated  Chairman 
Greenspan's  call  for  a  new  form  of  derivatives  regulation. 

Before  1992.  all  futures  contracts  were  required  to  be  traded  on  CFTC- 
approved  exchanges.  That  created  a  legal  problem  for  many  OTC  derivatives  - 
primarily  swaps  and  certain  forward  contracts  -  which  were  susceptible  to  being 
called  futures  by  the  courts.  If  found  to  be  illegal  futures,  OTC  derivatives  could  not 
have  traded;  parties  with  losing  positions  would  simply  walk  away  from  their  losses, 
claiming  the  OTC  contracts  were  unenforceable. 

The  legal  dilemma  facing  OTC  markets  was  not  unwelcome  to  the 
Board  of  Trade.   In  those  days,  we  viewed  all  OTC  competition  as  something  to  be 
feared.  Any  legal  cloud  hanging  over  the  OTC  markets  was  fine  with  us  because  we 
hoped  it  would  discourage  use  of  OTC  products  and  encourage  use  of  our  markets. 

Over  time,  we  decided  that  view  was  short-sighted.  OTC  derivatives 
both  compete  with  and  complement  exchange  markets.  Many  of  our  member  firms 
are  affiliated  with  successful  OTC  dealers.  In  effect,  the  Board  of  Trade  discovered 
that  our  best  competitors  (the  OTC  dealers)  are  often  also  our  best  customers. 

In  1992,  a  compromise  was  reached  that  satisfied  the  needs  of  both  the 
OTC  markets  and  the  exchanges.  The  1992  compromise  authorized  the  CFTC  to 
exempt  both  OTC  and  exchange-traded  derivatives  from  any  or  virtually  all  of  the 
Commodity  Exchange  Act's  requirements.  In  taking  any  exemptive  action,  the  new 
statute  called  upon  the  CFTC  to  grant  exemptions  "consistent  with  the  public  interest" 
and  subject  to  any  conditions  the  CFTC  might  impose.  As  a  result,  the  CFTC  was 
empowered  to  exempt  OTC  instruments  from  the  exchange-trading  requirement  and 
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to  develop  an  appropriate  regulatory  approach  for  those  OTC  instruments  it  decided 
to  exempt. 

From  the  exchanges'  perspective,  the  CFTC's  exemptive  powers  also 
offered  the  hope  of  much  needed  regulatory  relief.  Costlv.  inflexible  and  excessive 
federal  regulation  undermines  the  competitive  strength  of  exchanoe  markets,  making 
it  particularly  difficult  to  start  up  successfully  new  and  innovative  contracts.   Foreign 
and  OTC  markets  face  no  comparable  costs  and  are  able  to  take  market  share  from 
U.S.  markets  simply  on  the  basis  of  regulatory  cost.   For  example,  it  has  been 
estimated  that  "the  cost  of  regulation,  born  by  the  industry,  is  between  $150-$500 
less  per  industry  employee  in  the  U.K.  than  it  is  in  the  U.S."' 

Those  comparative  cost  factors  are  important,  of  course.   But  the  case 
for  regulatory  relief  also  turns  on  new  developments  in  U.S.  markets  themselves. 
Specifically,  the  composition  of  futures  market  users  has  changed  dramatically  in 
recent  years.   No  longer  are  small  avocational  speculators  -  "Aunt  Molly  from  Des 
Moines"  -  trading  futures;  instead,  98%  of  the  trades  on  exchanges  are  conducted  by 
institutions  and  trading  professionals,  the  same  group  that  trades  OTC  derivatives. 

CFTC  regulation  of  exchange  trading  has  not  adjusted  to  these  realities 
of  modern  markets.  That  regulation  still  focuses  on  protecting  the  least  common 
denominator,  rather  than  the  vast  majority  of  the  market  user  population.   Many 
observers  believe  that  if  the  retail  public  is  totally  excluded  from  trading  in  a  particular 


'  E.J.  Swan,  United  States:  The  Rise  &  Decline  of  Futures  Trading  in  America.  1 
Fut.  &  Deriv.  L  Rev.  3,  41  (1994). 
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market,  federal  regulatory  burdens  could  be  reduced.  Through  the  CFTC's  new 
statutory  exemptive  powers,  Congress  explicitly  endorsed  that  view. 

In  1992,  Congress  knew  that  both  the  exchanges  and  the  OTC  markets 
would  seek  exemptive  relief  from  the  Commission.  Congress  directed  the  agency  in 
processing  those  requests  to  apply  its  new  powers  "to  promote  fair  competition"  (CEA 
§4(c)(1))  and  in  a  "fair  and  even-handed  manner"  to  exchange  and  OTC  products 
alike  (Conference  Report  at  78). 

Thus  far,  the  CFTC  has  fallen  far  short  of  that  standard.  The  CFTC's 
administration  of  its  new  exemptive  powers  has  been  anything  but  "fair  and  even- 
handed."  Let's  look  at  the  record  of  the  agency's  "unfair  and  uneven-handed"  use  of 
its  exemptive  powers,  as  summarized  by  the  chart  accompanying  my  testimony. 
Within  three  months  of  the  1992  enactment,  the  CFTC  adopted  final 
rules  exempting  OTC  swaps.  Within  six  months,  the  CFTC  adopted  an  exemption  for 
OTC  energy  contracts.  The  CFTC  addressed  the  OTC  markets'  need  for  legal 
certainty  by  exempting  those  OTC  derivatives  from  more  than  just  the  exchange- 
trading  requirement  which  had  clouded  their  legal  status.  The  agency  instead 
exempted  OTC  derivatives  from  virtually  all  regulation  ~  from  record  keeping  and 
reporting  requirements  to  fitness  standards,  segregation  of  customer  funds  and  sales 
practice  standards.   (The  agency  did  resen/e  certain  antifraud  (for  swaps  only)  and 
antimanipulation  provisions,  albeit  in  a  manner  the  agency  later  conceded  to  be  quite 
limited.)   The  CFTC  based  its  decision  on  two  basic  points: 

1)  Only  institutions  and  professional  traders  were  eligible  to  trade 

exempt  OTC  derivatives;  and 
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2)  The  CFTC  was  doing  what  Congress  directed  it  to  do  (although  the 
1992  law  expressly  gave  the  CFTC  merely  discretion,  not  direction,  to 
adopt  exemptions). 

The  exchanges  asked  the  CFTC  to  allow  exchanges  to  offer  the  same 
exempt  instruments  as  the  OTC  markets.  The  CFTC  rejected  that  request  and 
directed  the  exchanges  to  file  their  own  exemption  request. 

We  did.  On  June  30,  1993,  I  appeared  before  this  Subcommittee  and 
announced  the  filing  of  our  ProMarket  exemption  request.  The  ProMarket  Petition 
would  allow  exchanges  or  other  forms  of  trading  markets  to  offer  instruments  under  a 
streamlined  system  of  CFTC  regulation.  The  Board  of  Trade  is  not  now  asking  the 
CFTC  to  approve  the  ProMarket  Petition  for  currently  traded  exchange  markets, 
including  any  agricultural  markets.  All  we  want  to  do  is  develop  new,  innovative  risk- 
shifting  markets  that  can  compete  with  OTC  instruments  in  an  atmosphere  of  regula- 
tory parity. 

ProMarket  instruments  would  operate  under  federal  regulation  designed 
for  professional  traders.   Unlike  the  CFTC's  exemptions  for  OTC  swaps  and  energy 
contracts,  important  core  statutory  protections  would  be  retained  for  ProMarkets  ~ 
antifraud,  antimanipulation,  private  rights  of  actions  and  CFTC-approved  clearing 
systems.  All  of  these  protections  would  be  further  supplemented  by  exchange-self- 
regulation,  tailored  to  fit  the  competitive  needs  of  the  marketplace  without  sacrificing 
the  integrity  of  exchange  systems. 

Today  I  wish  I  could  report  that  the  CFTC  had  approved  our  Petition 
within  the  same  three  month  period  the  swaps  exemption  took  or  even  the  six 
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months  that  elapsed  before  the  energy  exemption  was  approved.  I  can't.  Although 
Acting  Chairman  Holum  has  recently  spurred  some  staff  action  on  the  Petition,  as  the 
accompanying  chart  shows,  no  final  action  by  the  agency  has  been  scheduled.   Nor 
has  the  Commission  endorsed  any  timetable  for  action  on  our  one  year  old  Petition. 
The  agency's  lethargic  approach  is  all  the  more  disappointing  since  the 
ProMarket  Petition  is  modeled  on  specific  agency  precedent  and  embodies  sound 
public  policy. 

1)  In  granting  the  OTC  exemptions,  the  CFTC  found  that 
no  reoulation  was  necessary  because  the  transactions 
were  limited  to  institutional  and  professional  traders.  The 
ProMarket  exemption  would  be  similarly  limited. 

2)  In  the  OTC  swaps  exemption,  the  CFTC  reserved  limited 
antifraud  and  antimanipuiation  powers.   In  the  energy 
exemption,  the  CFTC  resen/ed  no  antifraud  authority  and 
only  limited  antimanipuiation  authority.   The  ProMarket 
Petition  contains  broad  fraud  and  manipulation  prohibitions 
for  all  exempt  instruments  (including  OTC  swaps),  which 
the  CFTC  and  private  parties  could  enforce  for  ProMarket 
transactions. 

3)  The  OTC  exemptions  contain  no  financial  integrity  condi- 
tions. In  contrast,  the  ProMarket  Petition  addressed  critical 
financial  integrity  concerns  by  requiring  all  ProMeirket  trans- 
actions to  be  subject  to  a  CFTC-approved  clearing  system. 
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4)  The  CFTC  has  complained  that  the  government  does 
not  know  what  instruments  are  being  traded  in  the  OTC 
markets,  or  who  is  trading  those  instruments,  even  under 
the  exemptions  it  has  granted.  The  ProMarket  Petition  fixes 
that  deficiency  by  requiring  notice  to  the  CFTC  when  a 
ProMarket  begins  operations. 

As  these  points  show,  the  ProMarket  Petition  provides  a  middle  ground 
of  basic  statutory  protections  -  a  middle  ground  when  compared  to  the  unregulated 
OTC  markets  and  the  heavily-regulated  traditional  exchanges.   More  to  the  point,  Pro- 
Market  will  allow  any  qualifying  exchange  to  develop  innovative  instruments  that 
would  enjoy  price  transparency,  a  full  measure  of  exchange  self-regulation  and  the 
financial  integrity  of  our  clearing  process,  but  without  the  excessive  federal  regulatory 
burdens  that  add  costs  to  exchange  trading. 

Exemptions  for  self-policed  exchange  markets  should  have  been  the 
first,  not  the  last,  exemptions  the  CFTC  considered.   Instead,  the  CFTC's  policy  has 
been  that  the  fewer  protections  you  offer,  the  faster  your  petition  will  be  granted.  The 
more  protections  provided,  the  longer  exemptive  relief  is  delayed. 

Many  OTC  market  participants  support  the  ProMarket  concept.  They 
want  to  trade  swaps,  for  example,  in  an  exchange  setting,  but  without  all  of  the 
regulatory  costs  of  traditional  exchange  regulation.  The  Board  of  Trade's  HITS 
proposal  (Hybrid  Instrument  Transaction  Service)  hopes  to  provide  that  service  to 
market  users,  if  the  ProMarket  Petition  is  adopted.  ProMarket  therefore  is  exactly  the 
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new  type  of  derivatives  market  private  regulation  Chairman  Greenspan  has  envi- 
sioned. The  CFTC  could  and  should  make  it  a  reality. 

The  CFTC's  reluctance  to  grant  exemptive  relief  for  exchange-run 
professional  markets  is  made  all  the  more  odd  by  the  growing  convergence  of  OTC 
and  exchange  markets,  as  a  practical  matter.  Of  all  the  reports  that  have  been 
written,  perhaps  the  Congressional  Research  Service  was  closest  to  the  mark  when  it 
observed  in  its  October  29,  1993  Report  on  Derivative  Financial  Markets  that  private 
initiatives  in  the  OTC  markets 

"suggest  that  market  structures  in  the  OTC  markets  may 
come  to  resemble  those  of  the  futures  and  options  ex- 
changes. At  the  same  time,  the  exchanges  have  begun  to 
introduce  contracts  with  many  of  the  features  of  OTC  in- 
struments." 

Based  on  that  sound  observation  of  the  increased  similarities  in  OTC  and  exchange 

markets,  CRS  concluded  that 

"a  common  regulatory  approach  to  the  two  markets  would 
appear  desirable.  The  challenge  to  policy  is  to  establish 
an  appropriate  degree  of  regulatory  control,  sufficient  to 
forestall  or  contain  a  market  breakdown,  yet  flexible 
enough  to  permit  useful  financial  innovation  to  continue." 

The  ProMarket  Petition  would  meet  that  policy  challenge.  This  Subcommittee  should 

urge  the  CFTC  to  approve  the  ProMarket  exemption  without  further  delay. 

One  rationalization  that  has  been  offered  to  justify  the  CFTC's  inaction 

on  the  ProMarket  Petition  is  the  lack  of  a  sitting  Chairman  appointed  by  President 

Clinton.  That  excuse  doesn't  hold  water.   In  April  of  1993,  the  CFTC  approved  the 

energy  contract  exemption  without  a  Presidentially-appointed  Chairman  and  by  a  split 

vote  of  2-1 .   So  even  without  a  Chairman  appointed  by  President  Clinton,  and  even 
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without  unanimity,  the  CFTC  could  take  action  on  the  exemptive  request  as  it  has  in 
the  past. 

The  only  plausible  explanation  for  the  CFTC's  disparate  treatment  of  the 
ProMarket  Petition  is  that  the  agency  views  its  mission  to  be  limited  exclusively  to  the 
regulation  of  exchanges,  rather  than  oversight  of  all  futures,  whether  traded  on 
exchange  or  OTC.  It  is  true  that  before  1992  the  CFTC  only  could  regulate  futures  on 
exchanges,  since  OTC  trading  in  futures  then  was  banned.  Now,  however,  the  CFTC 
may  exempt  OTC  trading  from  that  ban  subject  to  appropriate  conditions  and 
therefore  has  been  authorized  by  Congress  to  oversee  OTC  derivatives.  The  CFTC's 
reluctance  to  assert  that  authority,  and  to  treat  OTC  and  exchange  markets  fairly, 
appears  to  stem  from  the  CFTC's  failure  to  appreciate  its  statutorily-assigned  mission. 

The  CFTC's  stance  in  a  related  area  further  illustrates  the  agency's 
misperception  of  its  mission.   The  CFTC  interprets  the  Commodity  Exchange  Act's 
so-called  Treasury  Amendment  to  exclude  from  regulation  the  same  Treasury  security 
futures  and  options  contracts  that  are  traded  on  the  Board  of  Trade  if  two  conditions 
are  met: 

1)  the  instruments  are  traded  only  among  the  same 
institutions  and  professional  traders  that  comprise  98%  of 
the  exchange  market;  and 

2)  the  instruments  are  traded  OTC,  not  on  an  ex- 
change. 

Consider  the  ramifications  of  that  interpretation.  Treasury  security  options  and  futures 
constitute  over  75%  of  the  trading  volume  at  the  Board  of  Trade.  A  derivatives  dealer 
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could  copy  those  successful  Board  of  Trade  contracts,  offer  them  to  the  Board  of 
Trade's  customer  base  and  face  no  federal  regulation  for  that  activity  whatsoever 
(thereby  reducing  the  customers'  cost  of  trading).  The  CFTC's  interpretation  can  only 
be  explained  as  reflecting  the  agency's  view  that  it  has  no  role  in  regulating  any  form 
of  OTC  derivatives,  including  those  that  are,  or  are  capable  of,  being  traded  on  an 
exchange. 

The  CFTC  claims  to  understand  the  anomalous  and  intolerable  result  its 
interpretation  could  foster.  It  said  in  October  1993,  that  it  would  consider  recom- 
mending legislation  to  Congress  to  fix  this  problem.  Nine  months  later,  no  legislation 
has  been  proposed  and,  as  best  we  can  tell,  the  agency  has  not  changed  its 
position.  Thus,  while  the  agency  has  refused  to  act  on  the  ProMarket  Petition,  it  has 
also  refused  to  take  action  to  address  a  gaping  hole  in  its  regulatory  scheme,  a  hole 
that  could  be  fixed  if  the  CFTC  interpreted  the  statute  to  cover  aH  futures  and  non- 
securities  options  contracts. 

In  recent  weeks.  Acting  Chairman  Holum  has  hinted  that  the  CFTC  may 
revisit  the  OTC  exemptions  it  has  granted  in  light  of  the  recent  developments  con- 
cerning OTC  derivatives.  She  has  also  indicated  that  Commission  action  on  the 
ProMarket  Petition  may  be  forthcoming  soon,  although  what  that  action  will  be 
nobody  knows.  All  of  that  may  be  helpful  in  refocusing  the  agency  toward  promoting 
fair  competition  and  streamlining  greatly  the  regulation  of  all  forms  of  derivative 
trading  markets  geared  to  institutions  and  professional  traders. 

But  that  won't  cure  all  the  competitive  disparities  U.S.  exchanges  face. 
Congressional  action  still  will  be  needed.  For  example,  today  in  Australia,  following 
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an  expeditious  twenty-eight  day  contract  approval  process,  the  Sydney  Futures 
Exchange  has  been  authorized  to  trade  futures  on  individual  stocks.   Many  U.S.  firms 
have  contacted  U.S.  exchanges  and  others  to  see  whether  that  kind  of  offering  would 
be  possible  here.  The  answer  is  no;  the  CEA  prohibits  trading  single  stock  futures. 
That  means,  for  example,  the  Sydney  Futures  Exchange  could  trade  futures  on  IBM 
stock  and  offer  those  contracts  to  U.S.  customers,  but  the  Chicago  Board  of  Trade 
could  not.   Although  pledging  to  look  into  this  issue,  the  CFTC  and  SEC  apparently 
have  not  begun  to  discuss  how  legislation  could  rectify  this  unwarranted  restriction  on 
U.S.  markets. 

In  line  with  my  criticisms  today,  Mr.  Chairman,  the  CFTC  is  an  agency 
badly  in  need  of  direction  in  defining  its  mission  and  its  role  in  the  federal  regulatory 
regime.   Perhaps  a  new  Chairman,  SEC  Commissioner  Mary  Schapiro,  can  provide 
that  direction.   No  doubt  this  Subcommittee  or  the  full  Committee  also  could  assist  in 
that  effort.   But  something  must  be  done  and  done  quickly.  The  path  the  agency  is 
on  now  leads  only  to  blatantly  unfair  and  irrational  policies  that  belie  the  agency's 
role  as  the  expert  federal  agency  for  derivatives  policy  and  undermine  the  agency's 
credibility. 

That  kind  of  regulation  does  not  serve  the  public  interest  in  any  form. 
That  kind  of  regulation  could  not  be  more  inconsistent  with  the  findings  of  the  GAO 
Report,  the  innovative  regulatory  vision  Chairman  Greenspan  has  offered  in  recent 
weeks,  and  the  "fair  and  even-handed"  treatment  this  Subcommittee  and  Congress 
have  mandated  for  OTC  and  exchange  markets.  The  Board  of  Trade  will  continue  to 
oppose  that  kind  of  regulation  and  pledges  to  work  with  this  Subcommittee  to 
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prevent  that  kind  of  regulation  from  perpetuating  in  any  area  subject  to  your  juris- 
diction. 

This  panel  will  be  looking  at  CFTC  Reauthorization  in  the  near  future. 
During  that  process,  the  CFTC's  insensitivity  to  the  market  impact  of  the  regulatory 
costs  it  imposes  should  be  scrutinized.  For  example,  the  CFTC's  recent  Competitive- 
ness Study  contains  no  factual  data  on  regulatory  cost  or  cost-benefit  analysis.  You 
can  not  meaningfully  study  competitiveness  without  that  data.  The  CFTC  should 
correct  that  flaw  in  its  self-serving  study. 

Hopefully,  when  the  CFTC  Reauthorization  process  begins,  the  new 
team  at  the  CFTC  will  have  corrected  the  regulatory  disparities  the  agency's  policies 
now  perpetuate  for  exchanges  by  approving  the  ProMarket  Petition  and  will  be  able 
to  provide  facts,  not  rhetoric,  on  the  regulatory  cost  and  competitiveness  issues  this 
Subcommittee  raised  during  the  1992  Reauthorization. 

(Attachments  follow:) 
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Chicago  Board  of  Trade 


June  17,  1994 

Honorable  Tim  Johnson 

2438  Raybum  House  Office  Building 

Washington,  D.C.  20515 

Dear  Mr.  Ch£urman: 

Thank  you  for  the  opportunity  to  testify  at  Tuesday's  hearing  on 
derivatives.  Your  interest  in  the  key  issues  facing  the  derivatives  markets  -  both 
exchange-traded  and  over-the-counter  ~  is  very  much  appreciated. 

We  did  want  to  correct,  for  the  record,  one  significant  misimpression  you 
may  have  as  a  result  of  the  hearing.  In  response  to  your  questioning,  the  staff 
representative  of  the  Commodity  Futures  Trading  Commission,  Andrea  Corcoran, 
repeated  the  agency's  long-held  rationalization  for  treating  OTC  and  exchange 
exemptions  in  a  patently  disparate  manner.  The  gist  of  the  Commission's  position  is: 
1)  in  1992  Congress  directed  the  CFTC  to  exempt  OTC  derivatives  completely  from 
regulation  under  the  CEA;  2)  in  1992  Congress  also  directed  the  CFTC  to  use  its 
exemptive  powers  for  exchanges  sparingly  and  3)  since  OTC  markets  and  exchanges 
are  different,  OTC  derivatives  should  be  exempt  iQlaUy  from  the  Commission's 
regulatory  regime  and  exchanges  should  be  subject  to  full-scale  CFTC  regulation, 
even  when  both  OTC  and  exchange  markets  are  limited  to  the  same  professional 
traders. 

The  CFTC's  position  is  wrong  on  all  counts.  Not  one  word  in  the  1992 
statute  supports  the  agency's  position.  In  fact,  that  statute  directly  contradicts  the 
Commission's  view. 

The  1992  Statute: 

By  its  terms,  new  Section  4(c)  of  the  Commodity  Exchange  Act 
authorizes,  but  does  not  direct,  the  Commission  to  adopt  exemptions  from  the  Act 
"consistent  with  the  public  interest."  Section  4(c)(1)  of  the  Act  explicitly  states  the 
Commission  "may,"  not  "must,"  grant  such  exemptive  relief.  Furthermore,  in  the  area  of 
hybrids  and  swaps.  Congress  was  even  more  specific  in  the  statutory  language  it 
adopted.  Section  4(c)(5)  states  that  "The  Commission  may  promptly  after  enactment" 
of  the  1992  law  adopt  exemptive  relief  for  hybrids  and  swaps.  Congress  used  the 
word  "may."  rather  than  "must"  or  "shall,"  to  give  the  CFTC  discretion,  not  a  directive,  to 
exempt  those  instruments. 

In  addition,  not  one  word  of  the  1 992  statute  directs  the  CFTC  to  give  any 
OTC  swap  a  total  exemption  from  the  Act.  Instead,  Congress  gave  the  CFTC  authority 
to  adopt  any  form  of  exemption  from  the  Act,  and  to  condition  that  exemption 
appropriately,  so  long  as  that  exemption  was  "consistent  with  the  public  interest." 

LsSall«aiJackson 
Chicago.  Illinois60604 
312  43S  3500 
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The  text  of  Section  4(c)(5)  of  the  Act  makes  this  clear.  That  provision 
states  that  for  those  non-standardized  swaps  that  "may  be  regarded  as  subject  to  the 
provisions  of  [the  Commodity  Exchange  Act],"  the  Commission  "may"  grant  an 
exemption  "subject  to  such  terms  and  conditions  as  the  Commission  shall  determine  to 
be  appropriate  pursuant  to  paragraph  (1V'  --  the  "consistent  with  the  public  interest" 
test.  As  this  language  reflects,  having  explicitly  empowered  the  Commission  to  adopt 
"appropriate  terms  and  conditions"  for  an  exemption.  Congress  wanted  the  CFTC  to 
make  an  informed  discretionary  judgment  whether,  for  example,  any  class  of  OTC 
swaps  that  it  was  exempting  from  the  exchange-trading  requirement  in  Section  4(a)  of 
the  Act  required  any  other  regulatory  protections  "consistent  with  the  public  interest." 
Thus,  nothing  in  the  1 992  statute  "directs"  the  CFTC  to  give  OTC  swaps  a  total 
exemption  from  regulation  under  the  Act. 

The  1 992  statute  does  contain  certain  statutory  directions  to  the  CFTC. 
None  of  those  directions  supports  the  CFTC's  position.  Since  Congress  knew  that 
both  OTC  and  exchange-markets  would  seek  exemptive  relief.  Congress  directed  the 
CFTC  to  use  its  exemptive  powers  "in  order  to  promote  responsible  economic  or 
financial  innovation  and  fair  competition"  (Section  4(c)(1)  of  the  Act).  So  concerned 
was  Congress  with  the  competitive  implications  of  the  Commission's  exemptive 
powers  that  it  amended  the  CFTC's  general  mandate  to  consider  the  competitive 
ramifications  of  its  actions  -  Section  1 5  of  the  Act  -  expressly  to  include  any 
exemption  the  CFTC  may  grant.  As  we  have  seen,  the  Commission  has  not  followed 
those  congressional  directives  at  all  by  granting  complete  exemptions  to  OTC 
derivatives  and  dragging  its  feet  on  affording  more  modest  relief  to  exchanges  under 
the  Rolling  Spot  and  ProMarket  petitions. 

The  1992  Conference  Committee  Report: 

Rather  than  follow  the  statute,  the  Commission  has  elevated  selective 
portions  of  the  1992  Conference  Report  accompanying  its  new  exemptive  powers  to  a 
legal  status  that,  in  the  Commission's  view,  tmmps  the  statutory  language  Congress 
actually  passed.  That  approach  is  both  legally  wrong  and  blatantly  unfair. 

As  the  Commission  well  knows,  it  is  well-settled  law  that  statutes  trump 
legislative  history,  including  committee  reports:  legislative  history  does  not  trump  clear 
statutory  language.  Even  if  the  1992  Conference  Report  said  that  the  CFTC  "must" 
grant  total  exemptions  to  OTC  swaps  and  use  "sparingly"  its  exemptive  powers  for 
exchanges  -  which  the  Report  does  not  say  -  the  statute's  terms  described  above 
would  govern.  1  As  then  Judge,  now  Justice,  Antonin  Scalia  observed,  "Congress 


iThe  Report  does  say  that  the  Conferees  "expect  and  strongly 
encourage"  the  Commission  to  adopt  exemptions  in  areas  where  legal 
uncertainty  exists,  including  swaps.     Conference  Report  at  81.     The  Report, 
however,  also  confirms  that  the  statute  uses  the  term  "may"  to  give  the 
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does  not  act,  and  cannot  legally  bind"  through  legislative  history,  "but  only  through  the 
laws  that  it  enacts."  Center  for  Auto  Safety  v.  Peck.  751  F.2d  1336,  1351  (D.C.  Cir. 
1985). 

In  any  event,  the  Commission  misreads  the  Conference  Report.  The 
source  of  the  Commission's  "we  were  directed  to  use  our  exemptive  authority 
sparingly"  point  is  illustrative.  The  Conference  Report  states: 

"Because  of  the  important  public  policy  concerns  that  have 
underlaid  the  Act  for  sixty  years,  the  Conferees  expect  the 
Commission  to  use  this  authority  sparingly." 

(1992  Conference  Report  at  81)  That  statement  is  irreconcilable  with  the  CFTC's  view 
that  Congress  wanted  it  to  grant  OTC  swaps  --  which  would  have  been  banned  as  off- 
exchange  futures  under  the  traditional  and  "important  public  policy  concerns"  the 
Report  cites  --  a  total  exemption  from  the  Act.  That  statement  is  also  inconsistent  with 
the  Commission's  treatment  of  the  exchange  petitions.  After  all,  another  "important 
public  policy"  underlying  the  Act  for  sixty  years  has  been  the  critical  role  of  exchange 
self-regulation.  In  accordance  with  that  policy,  as  the  CBOT  testimony  before  your 
Subcommittee  noted,  the  Commission's  use  of  its  exemptive  powers  should  have 
been  directed  firsl  at  the  self-policed  exchange  markets  and  then  at  OTC  derivatives. 
The  Commission  disregards  those  points  entirely. 

Another  Conference  Report  passage  the  Commission  often  cites  states: 

"The  goal  of  providing  the  Commission  with  broad 
exemptive  powers  is  not  to  prompt  a  wide-scale 
deregulation  of  markets  falling  within  the  ambit  of  the  Act. 
Rather,  it  is  to  give  the  Commission  a  means  of  providing 
certainty  and  stability  to  existing  and  emerging  markets  so 
that  financial  innovation  and  market  development  can 
proceed  in  an  effective  and  competitive  manner." 


CFTC  discretion  and  not  direction.     According  to  the  Report,  it  is  a  "fact 
that  new  section  4(c)(5)  of  the  Act  is  stated  in  permissive  rather  than 
mandatory  terms."  liL    The  Report  then  goes  on  to  say  that  the  word  "may" 
in  the  statute  should  not  be  "interpreted  to  diminish  the  expectation  of 
the  Conferees  that  the  Commission  will  proceed."  Id*    That  language 
notwithstanding,  had  the  Conferees  wanted  to  direct  the  CFTC  to  exempt 
all  swaps,  they  would  have  simply  changed  the  new  statute  by 
substituting  "shall"  for  the  word  "may"  and  required  the  CFTC  to  adopt  a 
blanket  exemption  as  the  Senate  bill  did.    The  Conferees  did  not  do  so;  the 
statute's  "permissive"  terms  control. 
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(Conference  Report  at  81)  That  expression  of  intent  to  restrict  "deregulation"  is  not 
limited  to  exemptions  for  exchanges.  Rather  it  applies  to  any  market  "falling  within  the 
ambit  of  the  Act,"  including  OTC  swaps  that  may  be  futures  or  options.  That  passage  is 
therefore  hard  to  reconcile  with  the  Commission's  wholesale  exemption  of  OTC 
swaps.  More  to  the  point,  the  second  sentence's  emphasis  on  "competition,"  "financial 
innovation"  and  "market  development"  for  "existing  and  emerging  markets"  is  perfectly 
compatible  with  the  ProMarket  exemption  since  all  trading  markets  could  meet  its 
terms  and  qualify  for  the  sound  middle-ground  regulatory  approach  it  embodies. 

Of  course,  the  best  evidence  of  the  Commission's  capricious  and 
discriminatory  use  of  the  Conference  Report  is  the  agency's  failure  to  cite  those  parts 
of  the  Report  that  support  the  ProMarket  petition  as  "congressional  directives."  The 
CFTC  treats  any  legislative  history  that  supports  granting  the  exchanges  exemptive 
relief  as  mere  surplusage,  while  any  passage  the  CFTC  could  stretch  to  bolster  its 
exemptive  policy  for  OTC  derivatives  is  a  "directive."  But  the  passages  the  exchanges' 
rely  upon  are  much  more  direct  and  legally  relevant  legislative  history  because  they 
are  tied  to  and  embellish  upon,  rather  than  contradict,  specific  statutory  language. 

The  Report,  for  example,  refers  to  the  statutory  provision  directing  the 
Commission  to  use  its  exemptive  powers  to  promote  fair  competition  and  explains: 

"The  Conferees  intend  that  the  Commission,  in  considering 
fair  competition,  will  implement  this  provision  in  a  fair  and 
even-handed  manner  to  products  and  systems  sponsored 
by  the  exchanges  and  non-exchanges  alike." 

(Conference  Report  at  78).  The  Report  then  goes  on  to  say  that  the  Commission  may 
distinguish  between  OTC  and  exchange  markets  in  granting  exemptions  so  long  as 
any  distinction  is  based  on  fact,  is  not  arbitrary  and  capricious  and  is  consistent  with 
the  public  interest.  Id. 

The  Conferees  "fair  and  even-handed"  statement  is  as  strong  a  directive 
as  could  be  written  into  a  Committee  Report.  It  does  net  conflict  with  the  language  of 
the  statute.  It  just  tells  the  agency  what  Congress  had  in  mind  by  the  statutory  phrase 
"fair  competition."  The  Commission's  view  that  it  is  not  bound  by  that  directive  in  the 
Committee  Report,  but  is  bound  by  other  statements  in  the  Report,  best  exemplifies  the 
CFTC's  "unfair  and  uneven-handed"  treatment  of  the  exchanges'  exemptive  petitions. 

Policy  Considerations: 

We  recognize  that  exchange  markets  and  OTC  trading  have  some  differences. 
Those  differences,  however,  actually  support  granting  the  exchanges'  exemptive  relief 
that  is  more  comprehensive  than  the  OTC  market's  exemption.  The  CFTC- 
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acknowledged  benefits  of  exchange  trading  -  price  transparency,  time-tested  self- 
regulation  and  clearing  --  are  absent  from  OTC  markets.  If  OTC  markets  should  be 
totally  exempt,  as  the  CFTC  has  decided,  it  logically  follows  that  the  ProMari<et  petition 
with  its  streamlined  regulatory  approach  (not  "wholesale  deregulation")  should  be 
granted  under  the  "fair  competition"  and  "consistent  with  the  public  interest"  standards. 
The  Commission  has  never  explained,  nor  could  it  explain,  why  the  differences  in 
exchange  and  OTC  markets  justify  continuing  disparate  exemptive  treatment  that 
operates  to  the  exchanges'  disadvantage. 

The  Board  of  Trade  does  not  have  any  quarrel  with  the  CFTC's  ultimate 
policy  decision  to  exempt  OTC  swaps  generally  from  the  CEA.  It  makes  sense  to  us, 
as  the  CFTC  found  in  its  OTC  exemptions,  that  institutions  and  professional  traders 
should  be  able  to  fend  for  themselves  without  an  expensive  array  of  government- 
imposed  rules  and  regulations.  But  that  policy  decision  should  apply  with  at  least 
equal  weight  to  "professionals  only"  exchange  trading  markets  in  swaps  and  other 
new,  innovative  instruments.  Our  ProMarket  Petition  would  accomplish  that  equitable 
result. 

The  Board  of  Trade  would  be  pleased  to  wori<  with  you,  your 
Subcommittee  and  the  Commission  to  try  to  reach  an  appropriate  level  of  exemptive 
relief  under  our  ProMarket  petition  which  would  be  comparable  to  the  relief  the  CFTC 
fashioned  for  OTC  transactions.  Thank  you  again  for  your  interest,  courtesy  and 
leadership. 


M^"^l/f- 


Sincerely, 


>c»^:irx<:fe,    /C-  <Ji 


Patrick  H.  Arbor  Thomas  R.  Donovan 

Chairman  of  the  Board  President  &  CEO 


cc:         Honorable  Barbara  P.  Holum,  Acting  Chairman,  CFTC 
Honorable  Sheila  C.  Bair,  Commissioner,  CFTC 
Honorable  Joseph  P.  Dial,  Commissioner,  CFTC 
Honorable  John  E.  Tull,  Commissioner,  CFTC 
Honorable  Mary  L.  Schapiro,  Commissioner,  SEC 
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W^^  New  York  Mercantile  Exchange 


Statement  of  Daniel  Rappaport 

Chairman 

New  York  Mercantile  Exchange 

Before  the  U.S.  House  of  Representatives 

Subcommittee  on  Environment,  Credit  and  Rural  Development 

June  14,  1994 

Mr.  Chairman,  and  members  of  the  Subcommittee,  my  name  is  Daniel  Rappaport.  I  am  Chairman 
of  the  Board  of  the  New  York  Mercantile  Exchange  ("NYMEX"  or  the  "Exchange").  On  behalf 
of  the  Exchange,  I  wish  to  thank  you  for  the  opportunity  to  participate  in  today's  hearing. 

As  you  all  are  aware,  NYMEX  is  the  world's  premier  energy  futures  exchange,  providing  a 
regulated  forum  for  price  discovery  and  risk  shifting  in  crude  oil,  heating  oil,  unleaded  gasoline, 
propane  and  natural  gas,  as  well  as  in  platinum  and  palladium.  On  April  25,  memberships  of 
Commodity  Exchange,  Inc.  ("COMEX"),  the  world's  foremost  precious  metals  exchange,  and 
NYMEX  agreed  to  merge.  The  merger  is  currently  under  review  by  the  Commodity  Futures 
Trading  Commission  ("CFTC").  We  anticipate  that  the  transaction  will  be  approved  and  hope  to 
close  during  July  of  this  year.  The  combination  of  NYMEX  and  COMEX  will  result  in  the 
world's  largest  physical  commodity  based  flitures  exchange  and  will  become  the  world's  fourth 
largest  commodity  futures  exchange. 

In  1994,  the  NYMEX  energy  complex  has  averaged  trading  of  240  million  crude  oil  equivalent 
barrels  per  day.  That  represents  about  3  1/2  times  daily  world  oil  production—and  nearly  10  times 
daily  OPEC  production,  with  an  annual  value  exceeding  1  trillion  dollars. 
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Competition  in  the  marketplace  for  physical  energy  products  is  enhanced  by  the  price 
transparency  and  unparalleled  liquidity  of  the  NYMEX  energy  contract  complex.  The  energy 
industry,  and  consumers  have  had  the  benefit  of  an  efficient  market  to  assist  in  planning  and 
developing  energy  budget  certainty.  On  the  production  side,  the  State  of  Texas  hedges  on 
NYMEX  to  protect  the  portion  of  its  revenue  stream  derived  fi-om  energy  royalties  and  taxes. 
On  the  consuming  side,  states  like  Delaware  and  Massachusetts  have  used  energy  hedging  to 
protect  low  income  and  elderiy  recipients  of  home  heating  assistance  from  unexpected  energy 
price  spikes  in  addition  to  hedging  state  level  energy  purchases.    The  ability  to  use  the  tools  of 
energy  price  risk  management  have  further  removed  the  energy  industry  and  consumers  from  the 
"old  days"  of  "backroom"  pricing  policies  previously  dominated  by  OPEC. 

The  price  transparency  and  efficiency  brought  about  by  the  emergence  of  the  NYMEX' energy 
futures  markets  has  also  enhanced  the  development  of  specialized  over-the-counter  (OTC)  energy 
risk  management  instruments.  An  important  distinction  needs  to  be  made  at  this  point,  particulariy 
from  our  position  as  a  regulated  futures  exchange.  While  GAO  defines  forwards,  futures,  options 
and  swaps  as  derivatives,  a  distinct  regulatory  difference  exists.  Exchange  traded  futures  and 
options  are  standardized  and  highly  regulated.  The  subject  of  concern  in  the  GAO  study  are  OTC 
instruments  with  diffisring  levels  of  regulatory  oversight. 

Early  in  the  development  of  the  OTC  market,  many  in  the  regulated  futures  industry  began  to 
view  the  rapid  emergence  of  that  market  as  a  significant  competitive  threat —a  view  still  held  by 
some  in  the  industry.  NYMEX  sought  to  better  understand  the  relationship  between  the  energy 
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OTC  market  and  the  regulated  futures  marketplace.  Internal  studies  showed  that  a  significant 
portion  of  open  interest  in  the  energy  futures  complex-more  than  20%--is  held  by  OTC 
providers.  Those  providers  are  oil  trading  companies,  banks,  and  integrated  oil  companies.  The 
OTC  providers  routinely  use  NYMEX  to  offset  risks  which  arise  from  imperfect  matches  of 
counterparties  in  their  OTC  business. 

The  recently  issued  GAO  report  on  financial  derivatives  is  the  latest  pronouncement  issued  after 
several  years  of  debate  by  industry,  regulators,  and  congress  about  the  safety  and  oversight  of  the 
derivatives  marketplace.  The  extensive  study  forming  the  basis  of  the  GAO  report,  and  the  CFTC 
study  released  last  fall  have  added  greatly  to  the  knowledge  and  understanding  of  these  complex 
and  inter-related  markets.  NYMEX  has  had  some  firsthand  experience  with  events  which  have 
stressed  the  marketplace  and  participants.  As  such  we  wish  to  use  our  collective  experience  to 
comment  on  a  number  of  the  recommendations  contained  in  the  report.  The  great  challenge  in  the 
discussion  of  regulatory  oversight  is  one  of  careful  balance  of  the  need  for  access  to  information 
with  the  need  to  avoid  harmful  effects  from  unnecessary  intrusion. 

In  our  view,  perhaps  the  most  valuable  recommendation  contained  in  the  GAO  study  was  the 
recommendation  to  the  Financial  Accounting  Standards  Board  ("FASB")  for  expeditious  issue  of 
its  exposure  draft  on  disclosures  of  derivatives  and  fair  value  of  financial  instruments.  While, 
noting  that  standards  have  been  in  place  for  some  time  dealing  with  forward  and  futures  contracts, 
the  study  describes  FASB's  efforts  to  develop  accounting  standards  for  increasingly  complex 
financial  instruments.  Complexity  and  failure  to  agree  on  a  standardized  accounting  treatment 
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have  delayed  the  issuance  of  a  comprehensive  accounting  model.  However,  even  with  the 
ultimate  development  of  standards  of  accounting,  corporate  management  bears  the  responsibility 
for  carrying  out  risk  management  programs.  An  important  part  of  NYMEX  educational  efforts 
on  risk  management  is  the  recommendation  that  market  participants  develop  internal  controls  and 
accounting  systems  to  manage  their  programs  and  keep  corporate  leadership  aware  and  informed. 
We  commissioned  a  leading  accounting  firm  to  develop  a  manual  to  assist  businesses  in 
establishing  a  functional  risk  management  program.  FASB  standards  and  guidance  in  accounting 
for  the  complex  instruments  now  being  used  represent  a  critical  part  in  the  need  for  information— 
that  is  information  needed  for  management  to  prudently  execute  a  risk  management  program. 

GAO  recommends  that  regulators  develop  a  centralized  information  system  accessible  to  all 
regulators,  including  OTC  counterparty  concentrations  and  earnings  data.  As  a  self  regulatory 
organization,  our  past  experience  indicates  that  such  information  could  be  valuable  in  the 
regulatory  process,  and  may  even  be  of  value  to  the  OTC  participants  by  focusing  internal 
corporate  attention  to  the  balance  sheet  as  a  result  of  the  reporting  process.  In  testimony  before 
the  Subcommittee  on  Telecommunications  and  Finance  of  the  House  Energy  and  Commerce 
Committee,  Acting  CFTC  Chair  Holum  stated  that  the  President's  Working  Group  on  Financial 
Markets  is  addressing  the  issue.  The  Working  Group  needs  to  consider  how  best  to  use  existing 
systems,  methods,  and  resources  in  the  development  of  the  database. 

In  earlier  hearings,  expressions  of  concern  for  taxpayer  backed  insurance  having  potential  to  be 
called  upon  to  rescue  derivatives  related  losses  were  made.  Federal  Reserve  Chairman 
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Greenspan,  and  other  bank  regulators  testifying  before  the  House  Subcommittee  on 
Telecommunications  and  Finance  did  not  identify  increased  risk  to  taxpayers  as  a  result  of 
derivatives  activities  as  a  concern  justifying  legislation  or  increased  regulation.  Where  taxpayer 
funds  are  involved,  it  is  understandable  that  Congress  is  interested  and  involved,  but  where  the 
situation  is  one  of  management  and  business  judgement  (more  accurately  bad  judgement) 
involving  derivatives  related  losses,  the  marketplace  itself  is  a  powerful  regulatory  force  in 
convincing  corporate  management  to  operate  in  an  informed  and  responsible  manner. 

In  its  recommendations  to  Congress,  the  GAO  recommends  "that  Congress  require  federal 
regulation  of  the  safety  and  soundness  of  all  major  U.S.  OTC  derivatives  dealers."    U.S.  OTC 
derivatives  dealers,  while  a  major  part  of  the  energy  marketplace,  are  not  the  only  part.  The 
energy  market,  like  many  financial  markets  is  globalized,  so  congress  must  carefully  balance  the 
benefits  against  the  burden  of  additional  regulations.  Excessive  regulation  on  U.S.  participants 
could  serve  to  move  that  business  offshore  at  the  expense  of  the  U.S.  OTC  market  and  regulated 
futures  markets.  Congress  and  the  Administration  have  responded  correctly  in  the  recent  actions 
to  request  the  Working  Group  on  Financial  Markets  to  examine  the  GAO  recommendations  and 
respond  to  the  congress  in  the  areas  of  regulation  and  legislation.  Failure  to  fiiUy  consider  the 
implications  risks  not  only  loss  of  regulatory  oversight  because  of  offshore  flight  of  the  OTC 
markets,  but  also  the  loss  of  thousands  of  jobs  and  U.S.  leadership  in  risk  management  and 
financial  services.    We  agree  with  the  statement  in  the  CFTC  study,  repeated  by  Acting  Chair 
Holum  that  "structural  changes  to  the  markets  should  be  carefully  conceived  to  assure  that  they 
improve  existing  protections  and  do  not  unnecessarily  hamper  innovation  or  impede  prudent  uses 
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of  risk-shifting  instruments."  (Testimony  of  Acting  CFTC  Chair  Barbara  Holum  before  the  House 
Subcommittee  on  Telecommunications  and  Finance,  5/25/94  at  27). 

Mr.  Chairman,  this  hearing,  and  the  studies  by  the  CFTC  and  the  GAO  have  served  a  valuable 
purpose  in  highlighting  important  issues  in  the  rapidly  growing  derivatives  marketplace.  In  this 
little  understood  area,  information  must  be  shared  by  regulators,  legislators  and  the  business 
community  to  address  concerns  about  the  market.  We  urge  speedy  release  by  FASB  of  its 
exposure  draft  on  disclosures  of  derivatives,  and  continued  communication  among  legislators, 
regulators,  and  the  business  community  which  uses  these  important  risk  management  tools.  At 
the  same  time,  we  urge  caution  against  moving  too  quickly  towards  a  regulatory  or  legislative 
solution  in  a  marketplace  that  is  still  evolving. 

When  properiy  structured  and  employed,  derivatives  can  be  effective  risk  management  tools  and  a 
vital  part  of  a  comprehensive  risk  management  program.  Like  anything  else  in  life,  when  a  tool  is 
used  improperly,  or  for  the  wrong  purpose,  the  results  can  be  disastrous.  It  must  be  clearly 
understood  that  no  legislation  or  regulation  can  substitute  for  a  prudently  applied  program  of 
corporate  governance  and  the  application  of  simple  common  sense. 

NYMEX  thanks  you,  Mr.  Chairman,  and  the  Committee  for  the  opportunity  to  participate  in  this 
hearing  and  we  pledge  our  continuing  cooperation. 
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TESTIMONY 
OF 

JOHN  F.  SANDNER 

CHAIRMAN  OF  THE  BOARD 

OF  DIREC  TORS 

CHICAGO  MERCANTILE  EXCHANGE 

BEFORE  THE 

SUBCOMMITTEE  ON  ENVIRONMENT,  CREDIT, 
AND  RURAL  DEVELOPMENT 

COMMITTEE  ON  AGRICULTURE 

UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

JUNE  14,  1994 


REGULATORY  ISSUES  FOR  O-T-C  DERIVATIVES 

Chairman  Johnson  and  members  of  the  Subcommittee,  I  am  Jack  Sandner. 
chairman  of  the  board  of  directors  of  the  Chicago  Mercantile  Exchange,  the  originator 
of  exchange  traded  financial  derivatives,  the  world's  largest  futures  and  options  exchange, 
and  home  to  die  most  liquid  and  largest  open  interest  futures  contract  on  any  exchange. 
I  appreciate  the  opportunity  to  appear  before  your  Subcommittee  which  has  particular 
relevance  in  this  debate  as  a  result  of  its  experience  in  the  oversight  of  the  largest 
derivative  markets  in  the  world  -  the  U.S.  futures  exchanges. 

Your  invitation  to  testify  posed  several  direct  questions  respecting  financial 
derivatives  and  the  regulatory  treattnent  of  the  over-the-counter  ("O-T-C")  market.  I  will 
try  to  be  as  direct  in  my  answers  as  the  Subcommittee  was  in  its  questions.  First,  we 
agree  with  some  of  the  findings  of  the  General  Accounting  Office  (GAG)  and  the 
Commodity  Futures  Trading  Commission  (CFTC)  that  regulation  of  the  various  segments 
of  the  financial  derivatives  market  is  not  a  model  of  comprehensive  consistency.  Indeed, 
the  Chicago  Mercantile  Exchange  created,  supported,  and  has  been  enthusiastically 
promoting  a  model  for  creating  regulatory  consistency  for  more  than  a  year. 
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Second,  however,  we  do  not  believe  that  it  follows  that  federal  regulation  of  or 
federal  intervention  in  those  markets  can  be  inferred  from  the  lack  of  consistency  or  even 
from  the  lack  of  regulation  of  some  participants  in  the  market.  The  financial  markets  are 
in  the  process  of  positively  adjusting  to  the  risks  of  0-T-C  derivatives.  Last  summer,  the 
Group  of  Thirty  suggested  a  list  of  policies  that  all  banks  should  follow  in  their 
derivatives  practices.  These  include  regular  marks  to  market  using  prices  determined  by 
sources  other  than  the  traders  themselves.  They  also  argued  that  senior  management  must 
completely  understand  the  risks  of  derivatives  strategies. 

The  ordinary  and  usual  economic  processes  have  taken  over  to  drive  corporate 
issuers  and  corporate  users  of  derivative  products  to  modify  their  internal  policies  to  come 
into  accord  with  these  suggestions.  The  accountants  are  rapidly  moving  toward  a  uniform 
standard  for  reporting  open  derivatives  positions  and  the  results  of  derivatives  trading. 
Firms  that  fail  to  adopt  sound  risk  management  policies  will  pay  a  price  in  losses  or  lost 
opportunities  that  will  encourage  correct  behavior.  Legislation  and  regulation  is  not  an 
effective,  efficient  method  to  insure  economically  sound  policies  by  corporate  directors 
and  managers.   The  market  is  the  most  severe  and  best  discipline. 

Derivatives  are  today's  hottest  financial  topic  for  debate  and  discussion.  What 
derivatives  are,  how  they  are  used,  and  the  risks  they  pose  are  all  questions  that  elicit 
considerable  confusion  and  uncertainty.  While  public  companies  are  obligated  to  report 
losses  associated  with  derivative  strategies,  none  customarily  reports  the  benefits  of 
having  used  derivatives  for  appropriate  purposes.  This  one-sided  regulatory-reporting 
biases  the  media's  and  the  public's  perception  of  the  impact  of  derivatives  on  public 
companies. 

Metallgesellschaft,  the  Granite  Funds,  Air  Products  and  Chemicals  Inc.,  Atlantic 
Richfield  Co.,  Mead  Corp.,  Marion  Merrell  Dow  Inc.,  and  Procter  and  Gamble  are 
entities  whose  derivadves  losses  have  drawn  substantial  media  and  congressional 
attention.  The  enormous  size  and  continuing  growth  of  the  0-T-C  derivatives  market 
makes  it  clear,  however,  that  the  number  of  firms  that  have  not  been  surprised  or 
disappointed  by  their  derivatives  strategy  dwarfs  the  few  reported  negative  incidents. 

The  burgeoning  0-T-C  derivatives  market  combined  with  sensational  stories  of 
losses  purportedly  linked  to  derivatives  have  crystallized  attention  to  a  degree  that  two 
very  real  dangers  need  to  be  faced  with  political  courage  and  intelligence.  The  first  is 
the  danger  of  overreaction  to  this  normal  and  healthy  development  in  financial  markets, 
based  on  misleading  analogies  to  the  S&L  debacle.  The  complexity  of  strategies  and  the 
large  notional  size  of  reported  derivative  transactions  provides:  a  feast  for  the  media;  a 
source  of  unreasoned  fear  in  that  small  part  of  the  general  populace  that  actually  reads 
the  financial  headlines  (most  likely  without  understanding  the  substance);  and  an  obvious, 
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but  tenuous,  argument  for  a  legislative  response.  The  second  danger  is  that  traditional 
jurisdictional  boundaries  will  govern  any  legislative  response  with  the  result  that  separate 
rules  and  regulations  will  be  enacted  on  an  industry  by  industry  basis  even  though  banks, 
investment  banks,  securities  dealers,  insurance  companies,  money  managers,  fund 
operators,  manufacturing  concerns,  etc.  are  all  engaged  in  an  identical  activity  with 
interlinked  consequences. 

We  are  pleased  that  the  GAO  found  no  gaps  or  weaknesses  in  the  regulation  of 
exchange  traded  derivatives.  The  GAO's  report,  Financial  Derivatives,  Actions  Needed 
to  Protect  the  Financial  System,  is  an  interesting  document  for  its  insights  into  the  growth 
of  the  market,  its  composition  and  the  actions  being  taken  by  participants  acting  out  of 
self  interest  to  reduce  and  manage  the  risks  inherent  in  dealing  in  that  market. 

The  weakness  of  the  GAO's  Report  is  its  unsubstantiated  conclusion  that  a  failure 
of  a  dealer  "could  cause  liquidity  problems  in  the  markets  and  could  also  pose  risks  to 
the  others,  including  federally  insured  banks  and  the  financial  system  as  a  whole."  This 
"risk"  coupled  with  the  GAO's  further  undocumented  assertion  that  the  federal 
government  would  intervene  in  the  ensuing  crisis,  is  the  basis  upon  which  federal 
regulation  is  proposed.  The  lack  of  support  for  the  collapse  theory  and  the  presumptive 
costly  federal  intervention  in  the  foreseen  rescue  operation  suggests  that  the  Report  is  not 
a  sound  basis  on  which  to  create  a  new  regulatory  regime. 

For  a  fair  assessment  of  whether  the  media's  and  GAO's  fears  are  warranted,  it 
is  necessary  to  look  beyond  the  recent  news  stories  and  identify  the  real  problems.  For 
example,  the  massive  losses  at  Kidder  Peabody's  bond  trading  desk  appear  to  be  a  result 
of  internal  fraud  and  lack  of  control  rather  than  an  inherent  weakness  in  the  derivatives 
market.  However,  derivatives  are  sometimes  linked  to  the  story  as  if  there  is  "guilt  by 
association. "  In  a  complicated  world  of  hard  to  understand  products  and  high  flying 
trading  practices,  it  is  often  easier  to  tar  an  entire  industry  than  to  pinpoint  the  real 
problems  and  identify  remedies. 

There  are  common  themes  in  the  recent  stories,  beyond  the  obvious  ones  of 
massive  financial  losses  and  attempts  to  shift  the  blame  to  others.  Several  of  the  reported 
cases,  like  the  Kidder  Peabody  case,  appear  to  be  more  like  garden  variety  fraud  cases 
where  derivative  instruments  are  only  tangentially  involved.  Still  other  losses  are  linked 
to  unauthorized  speculative  activities  that  are  not  intrinsic  to  derivatives.  In  almost  all 
cases  of  imexpected  losses,  properly  linked  to  derivative  instruments,  three  elements  are 
present,  to  varying  degrees:  (1)  the  accuracy  of  pricing  the  instnmients  involved;  (2)  the 
assessment  of  risk  before  the  fact;  and  (3)  the  rapidity  with  which  small  losses  became 
huge. 
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First,  the  initial  pricing  of  exotic  instruments,  such  as  tranches  of  collateralized 
mortgage  obligations  (CMOs),  is  almost  always  done  by  proprietary  computer  programs. 
This  is  how  Wall  Street's  "rocket  scientists"  earn  their  living.  The  theories  behind  these 
programs  can  be  very  complex,  but  they  generally  do  not  accoimt  for  the  effects  of 
illiquidity  or  "irrational"  behavior  that  can  turn  buyers  into  sellers  with  a  simple  change 
in  sentiment. 

The  Granite  Funds  were  sold  with  the  warning  that  the  firm  would  be  evaluating 
the  portfolio  using  its  own  model,  since  market  prices  for  very  illiquid  CMO  tranches 
were  sometimes  out  of  date  and  unreliable.  Investors  should  have  seen  the  potential 
problems  with  this  policy.  It  was  only  after  market  prices  had  clearly  moved  well  away 
from  the  computer's  values  that  Granite  was  forced  to  face  reality.  By  then  there  was 
nothing  left  for  the  investors. 

The  unwillingness  or  inability  to  evaluate  risk,  before  the  fact,  is  another  common 
theme  in  these  stories  of  losses  from  derivatives.  Once  the  losses  mount,  everyone 
involved  is  absolutely  shocked  that  such  an  event  could  occur.  But  this  reaction  is  neither 
believable  nor  excusable.  Every  one  of  these  derivative  positions  can  be  stress  tested 
before  the  market  moves.  For  example,  what  would  happen  to  the  position  if  interest 
rates  fell  by  50  basis  points,  or  rose  by  100?  The  same  computer  models  that  price  these 
instruments  in  today's  market  environment  can  simulate  hundreds  of  different  outcomes 
in  a  matter  of  seconds.  It  is  absolutely  imperative  that  users  of  derivatives  ask  these 
"what  if  questions.  They  must  also  receive  answers  that  make  them  completely 
comfortable  with  the  investment  objectives  and  the  risks  that  they  are  assuming. 

The  third  common  theme  relates  to  how  quickly  small  losses  become  huge.  It  is 
unfortunately  a  sad  fact  of  human  nature  that  when  errors  are  made,  the  tendency  is  to 
try  to  buy  time  for  the  situation  to  reverse  itself.  If  a  corporate  treasurer  has  taken  a 
position  and  lost,  there  is  a  temptation  to  try  to  trade  out  of  the  problem.  Risking  the 
shareholders'  wealth  in  an  attempt  to  replace  previous  losses  may  be  the  only  way  to 
preserve  one's  job.  For  a  fimd  manager,  there  is  a  perverse  reality  that  there  is  little 
difference  between  losing  50  percent  or  100  percent  of  the  investors'  capital,  since  either 
result  would  likely  lead  to  being  fired.  If  a  second  risky  position  pays  off,  there  is  the 
chance  that  everything  will  right  itself.  In  the  publicized  cases,  such  subsequent  trades 
seemed  to  make  matters  worse. 

At  this  point,  I  want  to  contrast  the  benefits  of  exchange  trading  of  derivatives  with 
trading  them  0-T-C.  I  do  not  mean  to  be  overly  critical,  but  this  discussion  is  necessary 
to  understand  our  frustration  with  the  CFTC's  failure  to  come  to  grips  with  our  request 
for  certain  exemptive  relief  for  futures  contracts  that  are  identical  to  0-T-C  products. 
For  years,  exchanges  trading  derivatives,  such  as  ftitures  and  options,  have  used 
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procedures  that  promote  careful  risk  management.  Every  day  the  market  determines  and 
discloses  setdement  prices  based  on  the  forces  of  public  supply  and  demand.  These 
prices  reflect  real  market  conditions.  Using  public  prices  every  day  avoids  the  pitfalls 
of  internally  derived  price  evaluations. 

In  the  realm  of  before  the  fact  risk  analysis,  portfolios  of  exchange-traded  products 
have  all  been  stress  tested  using  the  exchange's  performance  bond  programs  that  simulate 
extreme  changes  in  both  price  and  volatility.  These  programs  are  designed  to  ask  the 
question,  "What  is  the  worst  possible  outcome  one  can  reasonably  expect?"  They  do  not 
actively  judge  whether  that  event  will  occur  or  not,  but  instead  look  neutrally  at  all 
possible  outcomes.  Once  the  biggest  risk  is  identified,  the  Exchange  requires  collateral 
in  the  form  of  performance  bonds  against  the  position. 

Some  have  argued  that  such  simulations  work  for  the  relatively  simple  exchange 
traded  products,  but  are  not  possible  with  the  complicated  0-T-C  derivatives  being 
packaged  and  sold  today.  This  is  simply  not  true.  0-T-C  derivatives  are  constructed 
with  very  simple  components.  The  creators  of  these  instruments  know  this  because  they 
use  futures  and  options  to  hedge  their  risks.  Any  individual  instrument  or  portfolio  can 
be  simulated  accurately  once  the  basic  parts  are  identified.  Futures  and  options  exchanges 
have  been  doing  this  on  multi-billion  dollar  portfolios  for  years. 

The  Exchanges  also  have  a  long  history  of  keeping  small  losses  from  growing  by 
using  daily  marks  to  market  and  variation  payments.  If  a  position's  value  erodes,  there 
is  a  daily  call  for  cash.  There  is  simply  no  opportunity  to  postpone  judgement  day  with 
an  exchange-traded  derivative.  Small  losses  must  be  met  head  on  and  evaluated.  In  the 
world  of  exchange-traded  derivatives,  it  is  rare  that  losses  can  be  hidden  from  senior 
management,  or  that  positions  can  be  expanded  in  an  attempt  to  recoup  the  losses  already 
incurred  from  a  bad  strategy. 

More  than  one  year  ago,  the  CME  petitioned  the  CFTC  for  the  same  exemption 
it  had  granted  to  the  swap  and  hybrid  securities  markets.  The  CME's  petition  was 
modest  and  limited.  We  sought  an  exemption  to  trade  "rolling  spot  currency  contracts" 
on  the  facilities  of  an  organized  exchange  using  a  safe  and  stable  clearing  house.  The 
CFTC  and  the  courts  agree  that  such  contracts  are  exempt  from  all  CFTC  regulation  so 
long  as  they  are  traded  over  the  counter.  The  0-T-C  market  in  these  contracts  is 
enormous.  Everyone  agrees  that  trading  such  contracts  "on  exchange"  will  provide 
substantial  material  public  benefits  that  do  not  now  exist.  But,  our  petition  has  been  die 
subject  of  unconscionable  and  inordiaate  delays.   The  CFTC  has  allowed  itself 
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to  be  paralyzed  by  a  lack  of  political  courage  and  pressure  from  those  who  view  the 
Exchange,  if  freed  from  burdensome  regulation,  as  a  serious  competitive  threat. 

But  even  if  the  CME  is  denied  the  regulatory  relief  for  which  it  petitioned  more 
than  a  year  ago,  we  have  no  interest  in  playing  die  spoiler  here.  While  it  might  be 
imagined  that  the  Chicago  Mercantile  Exchange,  which  has  long  provided  a  market  place 
for  creation  and  trading  of  derivatives  imder  an  ever  increasing  burden  of  crushing 
regulation,  would  favor  saddling  the  unregulated  0-T-C  market  with  equally  stifling 
regulation,  we  have  a  clearer  view  of  the  best  long  term  interests  of  United  States 
financial  markets  and  of  our  own  place  in  those  markets.  Ideally,  a  review  of  the 
functioning  of  the  0-T-C  markets  would  serve  to  convince  regulators  that  a  relaxation  of 
regulation  of  organized  markets  is  appropriate  in  any  case  where  the  customer  base  is 
highly  professional  and  similar  to  the  customer  base  qualified  to  participate  in  the  0-T-C 
market.  Absent  that  ideal  outcome,  it  is  preferable  to  allow  the  0-T-C  market  to  continue 
to  reap  the  fruits  of  its  regulatory  advantage  rather  than  to  cripple  an  entire  industry  with 
imnecessary  regulation. 

Sound  derivatives  risk  management  can  and  does  extend  beyond  exchange-traded 
products.  Last  summer,  the  Group  of  Thirty  suggested  a  list  of  policies  that  all  banks 
should  follow  in  their  derivatives  practices.  These  include  regular  marks  to  market  using 
prices  determined  by  sources  other  than  the  traders  themselves.  They  also  argued  that 
senior  management  must  completely  imderstand  the  risks  of  derivatives  strategies.  If  the 
Group  of  Thirty  recommendations  had  been  followed  by  the  Granite  investors,  Procter 
and  Gamble,  or  the  many  other  firms  that  have  made  news  recently,  it  is  imlikely  that  the 
losses  suffered  would  have  been  anywhere  near  as  severe  as  those  actually  realized. 

Finally,  if  corporate  treasurers  make  leveraged  bets  using  derivatives  that  have 
nothing  to  do  with  the  company's  business  plan,  then  it  is  appropriate  to  look  at  these 
transactions  in  isolation.  However,  it  is  normally  more  appropriate  to  look  at  how 
derivatives  fit  into  the  firm's  overall  business.  A  decision  in  the  fourth  quarter  of  1993 
that  interest  rates  would  continue  to  fall  can  be  criticized  after  the  fact,  but  it  makes  little 
difference  whether  the  strategy  was  executed  using  exchange  traded  derivatives,  0-T-C 
derivatives,  or  cash  market  instruments. 

One  should  ask  how  many  companies  will  show  much  weaker  earnings  in  early 
1994  because  they  expected  lower  interest  rates  and  kept  their  financing  on  floating  terms 
instead  of  using  either  exchange-traded  or  O-T-C  derivatives  to  protect  against  rising 
rates.  Making  correct  decisions  and  using  sound  risk  management  is  what  die  debate 
should  be  about.  Derivatives  are  a  tool  for  managing  a  firm's  finances.  Like  all  tools, 
they  are  neither  beneficial  nor  harmful  in  themselves.  Those  involved  with  derivatives 
as  investors,  bankers  or  corporate  treasurers  need  to  imderstand  how  the  instruments 
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work,  how  they  fit  into  the  organization's  business  plan,  and  what  risks  the  use  of 
derivatives  pose  to  the  organization. 

The  CME  is  in  accord  with  Federal  Reserve  Board  Chairman  Greenspan  and  a  host 
of  other  knowledgeable  governmental  and  private  sector  respondents  who  have  clearly 
explained  that  0-T-C  derivatives  do  not  pose  any  significant  problem  sufficient  to  call 
forth  additional  regulatory  regimes  that;  are  likely  to  stifle  healthy  growth,  drive  business 
offshore,  or  increase  risks  by  superimposing  a  regulatory  regime  that  is  counterproduc- 
tive. SEC  Chairman  Levitt,  Comptroller  of  the  Currency  Eugene  Ludwig,  and  Andrew 
C.  Hove,  the  Acting  Chairman  of  the  Federal  Deposit  Insurance  Corporation  all  suggest 
that  the  government  is  already  taking  the  necessary  steps  to  understand  and  control 
derivatives  trading.  Senator  Christopher  J.  Dodd  sounded  an  appropriate  cautionary  note 
with  his  clarion  call,  "There  is  no  reason  to  panic." 
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OTC  Derivative  Financial  Markets' 


Chairman  Johnson  and  Members  of  the  Subcommittee,  I  would  like  to  thank  you  for  your 
kind  invitation  to  appear  here  today  and  the  Managed  Futures  Association  welcomes  this 
opportunity  to  discuss  the  issues  raised  in  the  Commodity  Futures  Trading  Commission's 
("CFTC")  report  entitled  "OTC  Derivative  Markets  and  Their  Regulation"  and  the  General 
Accounting  Office's  ("GAG")  Report  "Financial  Derivatives:    Actions  Needed  To  Protect  the 
Financial  System". 

I  am  Chairman  of  the  Managed  Futures  Association  ("MFA"),  which  is  a  national  trade 
association  representing  the  managed  futures  industry  with  over  500  members  drawn  from  all 
segments  of  the  industry  including  CFTC  registered  commodity  pool  operators,  commodity 
trading  advisors,  futures  commission  merchants,  exchanges  and  their  respective  personnel  and 
is  comprised  of  members  who  manage  or  give  advice  with  respect  to  a  substantial  majority  of 
the  assets  currently  invested  in  managed  futures.    I  also  chair  the  Managed  Futures  Committee 
of  the  Regulatory  Coordination  Advisory  Committee  of  the  CFTC  and  am  the  CEO  of 
Commodities  Corporation  (U.S.A.),  a  MFA  member,  a  CFTC  registered  CPO  and  CTA  and  a 
worldwide  foreign  exchange  dealer  and  end-user  and  an  end-user  for  both  trading  and  for 
hedging  purposes  of  most  of  the  financial  derivative  markets,  whether  regulated  or 
unregulated. 

Key  Economic  Role  Of  Derivatives. 

Derivative  products  are  essential  for  both  trading  and  risk  management  and  perform  legitimate 
and  vital  economic  functions.    Derivative  transactions  can  be  both  extremely  conservative  or 
highly  speculative.  Derivatives  permit  participants  to  undertake  the  risks  they  want  and  to 
hedge  the  risks  they  do  not  want.    Derivatives  not  only  play  a  key  role  in  risk  management, 
but  also  in  assisting  governments,  banks,  manufacturers,  utilities,  producers  and  others  to 
produce  the  best  products  at  the  lowest  cost.    They  permit  banks  and  other  institutions  to 
hedge  against  interest  rate  and  foreign  exchange  rate  changes  detrimental  to  their  business  and 
to  hedge  against  inflation,  which  assists  in  making  U.S.  institutions  globally  competitive  and 
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able  to  bring  lower  cost  products  to  the  consumer.    Derivatives  permit  institutions,  mutual 
funds,  pension  funds  and  commodity  pools,  among  others,  to  hedge  stock,  bond  or  other 
commodity  investments  and  to  achieve  better  rates  of  return  while  minimizing  risk  of  loss  by 
the  diversification  and  the  lack  of  correlated  returns  from  trading  derivatives. 

As  noted  by  the  primary  participants  in  these  markets,  derivatives  are  essential  to  modern 
financial  activity  and  are  a  critically  important  risk  management  tool  for  corporations, 
financial  institutions  and  governments  around  the  world.    Derivatives  trading  for  rate  of  return 
enhancement  or  for  other  than  hedging  objectives  provides  necessary  liquidity  to  these 
markets,  which  is  essential  to  support  hedging  and  risk  management  activities  and  for  the 
transference  of  risk  to  those  most  able  to  undertake  it.   The  presence  of  adequate  speculative 
capital  has  long  been  identified  as  an  essential  component  of  all  well-functioning  commodity 
markets  since  it  is  conducive  to  the  maintenance  of  more  liquid  and  less  volatile  markets. 
While  systemic  risk,  to  the  extent  it  exists,  is  of  as  much  concern  to  participants  as  to 
regulators,  the  use  of  derivatives  can  serve  to  reduce,  not  increase,-the  net  credit  exposure  of 
counterparties  due  to  the  diversity  of  exposures  between  them,  provided  netting  agreements 
are  legally  enforceable. 

OTC  Participants  and  Markets  Are  Self-Regulating. 

As  you  are  aware,  certain  derivative  markets  are  exchange-traded  and  others  are  traded  off- 
exchange  or  over-the-counter  ("OTC").    Historically  there  have  been  distinctions  in  the  nature 
of  the  products,  the  investment  objectives  and  the  type  of  participants  in  standardized 
exchange  traded  markets  versus  dealer  (OTC)  customized  derivative  markets  which 
accordingly  require  significantly  differing  regulatory  approaches. 

OTC  transactions  are  privately  negotiated  and  customized  and  are  not  automatically 
transferable.    Prices  in  these  markets  generally  are  not  relied  upon  by  the  general  public  in 
making  economic  decisions.  OTC  participants  are  highly  sophisticated  professionals  with 
substantial  creditworthiness.    Because  counterparty  creditworthiness  is  essential  in  OTC 
derivatives  trading,  OTC  dealers  have  developed  sophisticated  risk  measurement  techniques 
and  sound  credit  evaluation  practices.    High  industry  initiative  has  resulted  in  cooperation  and 
effective  self  regulation  as  reflected  in  OTC  participants'  success  in  adopting  standardized 
documentation  and  development  of  international  guidelines  enhancing  legal  certainty  and  other 
successful  efforts  of  ISDA  and  others.  Historically,  it  has  not  been  a  regulatory  objective,  and 
we  believe  it  should  not  be,  to  prevent  such  sophisticated  professionals  from  taking  risks,  or 
from  making  business  decisions  as  to  the  appropriate  instnmients  to  use  to  manage  their  risks 
or  to  enhance  their  returns. 

Where  the  markets  are  clearly  competitive  and  are  comprised  of  sophisticated  professionals 
with  significant  capital  engaging  in  privately  negotiated  transactions,  the  regulatory  concerns, 
if  any,  are  significantly  less.    Market  integrity  and  price  discovery  need  no  protection  in 
markets  in  which  competition  is  acknowledged  to  be  "fierce"  and  in  which  the  average  spread 
earned  by  dealers,  which  historically  has  been  extremely  small,  declines  35%  in  less  than 
three  years,  as  noted  in  the  CFTC  Report.    Efficient  markets  are  self-regulating. 
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Professional  or  Qualified  Participant  Exemptions. 

It  is  fairly  common  in  non-U. S.  jurisdictions  to  have  a  two-tiered  regulatory  structure  which 
closely  regulates  transactions  with  the  general  public  and  exempts  transactions  among  market 
professional,  sophisticated  and  creditworthy  participants.    Securities  regulation  also  has 
recognized  differences  in  the  regulation  required  with  respect  to  offerings  to  accredited 
investors,  to  high  net  worth  institutions  and  to  the  general  public.    More  recently  in  response 
to  Congressional  initiatives  as  well  as  its  own,  the  CFTC  has  acted  to  exempt  highly  qualified 
participants  from  the  balance  of  its  regulation  while  maintaining,  where  appropriate,  reporting, 
antifraud  and  antimanipulation  authority.    This  change  in  regulatory  approach  is  reflective  of 
the  change  in  market  participants  in  the  traditional  futures  markets. 

Most  derivative  products  have  characteristics  of  forwards,  futures,  options  or  swaps.    Under 
the  Commodity  Exchange  Act  ("CEA"),  futures  contracts  are  required  to  be  exchange  traded 
and  commodity  option  transactions  are  subject  to  regulation  by  the  CFTC.    Prior  to  January 
1993,  due  to  certain  characteristics  of  OTC  swap,  forward  and  hybrid  instruments,  there  was 
substantial  legal  uncertainty  as  to  whether  such  transactions  could  be  deemed  to  be  futures 
contracts  and  under  what  circumstances.    In  recognition  of  the  substantial  detriment  such  legal 
uncertainty  imposed  on  these  markets.  Congress,  in  the  Futures  Trading  Practices  Act  of  1992 
("FTPA"),  granted  the  CFTC  broad  authority  to  exempt  OTC  transactions  that  might 
otherwise  be  subject  to  regulation  as  futures  contracts  from  the  provisions  of  the  CEA.    The 
Conference  Report  accompanying  FTPA  noted  swap  transactions  trade  outside  the  forums 
provided  by  designated  contract  markets  and  are  "sufficiently  different  in  their  purpose, 
function,  design  and  participants  that  traditional  futures  regulation,  including  the  exchange- 
trading  requirement,  is  unnecessary  to  protect  the  public  interest."    Congress  urged  the 
Commission  to  examine  and  exempt  these  transactions  based  on  certain  standards  which 
focused  primarily  on  the  nature  of  the  participants  and  monitored  by  counterparty  credit 
evaluation.    The  CFTC  acted  promptly  and  responsibly  in  exempting  transactions  among 
eligible  swap  participants  from  the  specific  provisions  of  the  CEA  other  than  the  antifraud  and 
antimanipulation  prohibitions.    Pursuant  to  the  same  authority,  the  CFTC  also  exempted 
hybrid  instruments,  financial  instruments  which  combine  characteristics  of  commodity  futures 
or  options  with  equity,  debt  or  depository  instruments,  and  deferred  energy  contracts,  under 
specified  conditions. 

Most  important  from  a  trader's  perspective,  the  CFTC's  exemptive  relief  in  these  instances  was 
not  dependent  upon  any  analysis  distinguishing  the  futures  from  securities  components  of  the 
derivative  being  traded.    By  simplifying  the  analysis  and  taking  a  functional  approach  to 
regulation,  the  CFTC  eliminated  legal  uncertainty  and  the  consequent  constraints  on  traders' 
investment  freedoms.     Recognizing  the  full  panoply  of  regulation  as  unnecessary  due  to  the 
sophisticated  nature  of  the  participants  in  such  markets,  the  CFTC  has  enhanced  the  efficiency 
of  its  regulation  and  opened  the  door  for  responsible  economic  and  financial  innovation  and 
global  competitiveness.    MFA  encourages  the  CFTC's  review  of  appropriate  exemptive  relief 
relating  to  both  exchange  traded  as  well  as  OTC  markets  pursuant  to  the  exemptive  authority 
given  to  it  under  FTPA.    MFA  also  encourages  other  regulators  such  as  the  SEC  to  exercise 
their  regulatory  authority  to  exempt  (i)  derivative  instruments  with  securities  characteristics 
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traded  among  qualified  participants,  and  (ii)  entities  primarily  regulated  by  the  CFTC  or  other 
regulators  from  securities  regulation  to  further  enhance  legal  certainty. 

Dangers  of  Inappropriate  Legislation  or  Regulation. 

Inappropriate  legislation  or  regulation,  as  detrimental  as  regulatory  uncertainty,  impedes 
responsible  economic  and  financial  innovation,  blocks  competition  among  alternative 
instruments  and  markets  and  creates  an  inappropriate  burden  on  commerce  by  constraining  the 
investment  freedom  of  professionals  and  their  clients,  who  are  in  the  best  position  with  the 
highest  motivation  to  accurately  evaluate  alternative  investments.    Self-regulation  and  market 
regulation  which  are  quick  to  respond  to  changing  market  conditions  historically  have  been 
the  cornerstones  of  the  financial  markets  with  respect  to  securities  and  commodities.    The 
specter  of  regulation  also  helps  to  ensure  compliance. 

Numerous  examples  exist  of  the  unintended  deleterious  effect  of  outdated  regulations.   The 
CFTC   has  recently  proposed  amendments  to  its  disclosure  requirements  in  an  effort  to 
streamline  and  provide  more  meaningful,  concise  disclosure  to  clients.    In  the  interim,  for  a 
number  of  years,  investors  have  been  burdened  with  disclosure  documents  hundreds  of  pages 
in  length,  made  voluminous  by  the  differing  and  sometimes  conflicting  requirements  of  the 
SEC,  the  CFTC  and  state  regulators.   The  end  result  is  that  investors  simply  do  not  read  and 
can  not  comprehend  such  documents  and  therefore  the  entire  regulatory  purpose  has  been 
frustrated.    Likewise,  the  SEC  net  capital  rules  have  been  outmoded  for  some  time  and  do  not 
effectively  account  for  derivative  transactions.  The  SEC  is  currently  in  the  process  of  a 
comprehensive  review  of  these  rules. 

The  regulators,  based  on  their  experience  and  expertise,  understand  the  disastrous 
consequences  of  inappropriate  regulation  or  quickly  outmoded  regulation  in  fast-evolving 
markets.    Such  regulation  unwittingly  may  serve  to  increase  the  risk  of  such  investments.    As 
noted  by  Gerald  Corrigan,  former  Chairman  of  the  New  York  Federal  Reserve  during  the 
course  of  an  earlier  congressional  derivatives  hearing,  "what  is  most  essential  in  times  of 
stress  are  institutional  credibility,  flexibility,  sophisticated  intelligence  gathering,  interagency 
cooperation  and,  above  all,  a  supportive  and  cooperative  private  sector." 

Effect  on  U.S.  Global  Competitiveness. 

The  effect,  however,  of  inappropriate  regulation  is  either  to:  (i)  drive  such  business  offshore 
to  friendlier  environments,  (ii)  discourage  the  use  of  derivatives,  which  unmistakably  work  to 
reduce  risk,  (iii)  discourage  market  innovation  which  has  become  all  the  more  critical  as 
markets  grow  and  evolve,  or  (iv)  cause  participants  to  seek  new  structures  to  avoid  the 
adverse  consequences  of  inappropriate  regulation,  notwithstanding  such  structures  may  be  less 
efficient  and  cost  effective.  None  of  these  results  is  good  for  the  U.S.  economy,  for  regulation 
in  the  U.S.,  or  for  the  U.S.  investor  or  consumer. 


While  Congressional  attention  to  derivatives  trading  is  constructive,  overreaction  to  isolated 
events  or  heavy-handed  regulation  will  be  counter  productive.    MFA  has  experienced  the  loss 
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of  some  of  its  best  trading  talent  as  traders  have  closed  their  trading  to  U.S.  investors  in 
recent  years  from  frustration  at  the  inability  to  trade  foreign  instruments  for  their  U.S.  clients 
and  over  the  high  cost,  burden  and  ineffectiveness  resulting  from  duplicative  and  inconsistent 
regulation  by  instrument  in  the  U.S.    If  such  trading  moves  offshore,  U.S.  investors  are 
harmed.    In  addition,  if  in  fact  derivatives  trading  increases  systemic  risk  due  to  global  market 
linkage,  and  these  trading  activities  move  offshore,  regulators  will  lose  all  regulatory  oversight 
and  be  powerless  to  avert  market  disruptions.    It  is  essential  for  the  United  States'  global 
competitiveness  to  adopt  a  rational  economic  environment  for  derivatives  trading. 

As  regulated  entities,  we  are  keenly  aware  of  the  significant  costs  and  burdens  of  regulatory 
compliance.    To  the  extent  regulatory  requirements  are  reflective  of  good  business  practices  or 
are  necessitated  for  example  by  the  entrustment  of  third  party  capital  of  unsophisticated 
participants  or  the  general  public  for  participation  in  an  auction  market,  the  purpose  of  which 
is  price  discovery,  we  acknowledge  and  fully  support  their  utility. 

Business  Judgment  Decisions  Should  Not  Be  Legislated. 

We  also  recognize  there  is  a  distinction  between  the  more  traditional  derivatives  including 
futures,  options  and  forwards,  the  first  of  which  commenced  trading  over  200  years  ago,  and 
the  newer,  more  exotic  derivatives.  Because  of  their  relative  unfamiliarity  with  certain  exotic 
derivatives,  some  end-users  inevitably  will  exercise  poor  business  judgment  or  act  on 
inadequate  knowledge,  which  may  be  ascertainable  only  after  the  fact.    However,  it  is 
generally  not  the  focus  of  regulators  or  legislators  to  attempt  to  ensure  business  against  bad 
judgments.    If  a  company  dependent  upon  the  use  of  gold  in  its  business  makes  a  bad 
business  decision  (as  opposed  to  fraud)  regarding  the  gold  processor  from  whom  he  purchases, 
or  perhaps  arguably  if  he  fails  to  utilize  derivatives  to  hedge  against  an  increase  in  gold  prices 
and  as  a  result  the  company  loses  $200  million,  it  may  or  may  not  make  the  papers,  but  it 
won't  precipitate  legislative  or  regulatory  action.    If  such  loss,  even  though  it  is  large  as  an 
absolute  amount,  only  constitutes  a  de  minimis  percentage  of  the  company's  revenues  or  net 
worth,  it  is  likely  such  loss  will  not  be  detailed  to  shareholders  with  great  particularity.    While 
it  is  natural  to  react  to  news  predictions  of  financial  disaster  arising  from  derivatives  trading, 
especially  with  reports  of  large  losses,  it  is  important  to  remember  such  accounts  seldom 
report  the  profits  attributable  to  derivatives  trading  or  quantify  the  losses  avoided  as  a  result 
of  prudent  and  skillful  derivatives  trading. 

We  believe  end-users  of  these  products  need  to  understand  the  specific  characteristics  and 
mechanics  of  the  derivatives  utilized  and  clearly  identify  the  investment  objectives  and  risk 
parameters  of  such  specific  instruments  prior  to  investment.    Exotic  derivatives  are  new,  /ast- 
evolving,  lack  extensive  price  performance  histories  and  may  be  so  synthesized  as  to  display 
"abnormal"  price  characteristics.    Accordingly,  it  is  essential  that  end-users  as  well  as  dealers, 
regulators  and  others  engage  in  substantive  education  efforts. 

GAO  Report  and  Interagency  Communication. 

Assuming  the  size  and  counterparty  credit  evaluation  continues  to  limit  the  OTC  markets  to 
sophisticated  and  professional  or  creditworthy  participants  (or  these  markets  are  limited  to 
such  participants  by  exemptions  similar  to  those  granted  by  the  CFTC),  the  regulatory  focus 
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should  concern  itself  with  whether  the  new  derivatives  trading  by  virtue  of  its  recent  growth, 
sheer  size,  global  linkages  and  concentration,  increases  the  likelihood  of  financial  system 
failure. 

While  the  GAO's  two-year  study  failed  to  produce  any  empirical  evidence  supporting  the 
theory  that  derivative  products  have  increased  the  risk  that  the  failure  of  a  market  participant 
could  jump  start  a  failure  of  the  financial  system,  we  concur  with  the  GAO  recommendation 
that  inter-agency  coordination  regarding  derivatives  should  be  enhanced.    Due  to  the  diverse 
nature  of  the  derivatives  markets  and  the  expertise  that  each  federal  regulatory  agency  brings 
to  the  debate,  we  believe  interagency  cooperation  under  existing  statutory  authorities,  to  be  far 
preferable  to  any  shifting  of  jurisdictional  authorities  by  legislation. 

In  the  process,  we  would  hope  duplicative  or  overlapping  regulation  among  these  agencies 
which  merely  serve  to  increase  costs,  make  markets  less  efficient  and  reduce  the  availability 
of  derivatives  rather  than  serve  useful  regulatory  purposes,  will  be  "eliminated.    Extreme  care 
should  be  taken  not  to  make  competitive  markets  inefficient  simply  for  the  sake  of  regulation. 
We  believe  each  recommendation  made  in  the  GAO  and  CFTC  Reports  or  elsewhere,  should 
be  measured  against  this  test. 

While  we  have  always  stood  behind  efforts  to  clarify  and  make  more  consistent  disclosure 
requirements  and  recognize  the  enormous  need  for  appropriate  accounting  treatment  of  these 
products,  we  urge  discretion  in  the  expansion  of  disclosure  requirements  and  thoughtful 
consideration  of  the  necessity  for  each  additional  item  of  disclosure.    While  we  are  aware 
accounting  standards  have  not  kept  pace  with  financial  developments  and  enthusiastically 
support  resolution  of  these  issues  in  the  near  future,  we  have  also  experienced  first  hand  the 
enormous  resources  devoted  to  ascertaining  the  most  appropriate  methodologies.  Due  to  the 
acknowledged  complexities  of  these  instruments,  we  especially  encourage  sufficient  time  for 
thorough  industry  and  regulatory  review  and  evaluation  of  accounting  and  disclosure  reform. 
We  agree  with  the  conclusions  of  the  CFTC  in  its  report  in  recommending  enhanced 
coordination  and  fiow  of  information  regarding  derivatives,  provided  such  information  can  be 
obtained  and  disclosed  in  a  manner  which  recognizes  the  sensitivity  of  such  information  from 
a  competitive  and  market  impact  perspective.    As  we  are  only  too  familiar  from  years  of 
experience,  strong  internal  control  and  risk  management  procedures  are  essential  for  trading  in 
these  markets  and  participants  should  be  encouraged  to  continue  committing  enormous 
resources  to  these  endeavors.    However,  the  definition  of  good  internal  controls  and  risk 
management  procedures  will  differ  widely  depending  upon  the  diversity  of  objectives  and 
instruments  used  in  derivatives  trading.    Accordingly,  we  heartily  endorse  the  Group  of  Thirty 
recommendations  relating  to  internal  controls  and  risk  management  procedures  and  believe 
that  industry  endorsement  and  demand  for  such  procedures  will  not  only  be  most  effective  but 
will  also  respond  most  quickly,  fiexibly  and  effectively  to  changes  in  these  fast-evolving 
markets. 

Conclusions. 

OTC  derivative  markets,  which  have  successfully  traded  for  some  time,  are  characterized  by 
privately  negotiated  transactions  among  sophisticated  and  creditworthy  participants.    While 
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there  is  no  empirical  evidence  that  concentrations  of  unsecured  credit  risks  among  participants 
have  increased  systemic  risic,  the  enormous  growth  in  derivatives  maices  regulatory 
examination  of  this  issue  prudent.     However,  because  many  regulators  and  participants 
believe  derivatives-related  linkages  reduce  financial  system  risk  and  in  light  of  the  fast- 
evolving  nature  of  these  markets,  it  is  essential  inappropriate  or  excessive  regulation  not  be 
enacted  which  discourages  innovation  and  use  of  derivatives.    Accordingly,  we  believe 
recommendations  of  the  Group  of  Thirty  and  of  the  CFTC  which  seek  industry  cooperation 
and  voluntary  adoption  of  risk  management  and  internal  control  guidelines  and  information 
reporting  along  with  interagency  cooperation  provide  the  best  solution.  We  strongly  endorse 
interagency  coordination  to  resolve  duplicative,  inconsistent  and  unnecessary  treatment  of 
derivatives  participants  as  well  as  adaptation  of  consistent  accounting  principles.    MFA 
emphasizes  the  extreme  importance  of  derivatives  to  dealers,  users  and  regulators  alike, 
domestically  and  internationally  and  therefore  urges  the  full  cooperation  of  all  available 
industry  groups  and  regulators,  domestically  and  internationally  to  forge  a  successful,  safe, 
streamlined  and  efficient  environment  for  derivatives  trading  for  UtS.  investors  and 
institutions. 

Again,  thank  you  for  making  my  appearance  possible.    I  am  happy  to  answer  any  questions. 
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TESTIMONY  OF 

GAY  EVANS 

CHAIRMAN 

INTERNATIONAL  SWAPS  AND  DERIVATIVES  ASSOCIATION 

Thank  you  for  inviting  me  here  today.   My  name  is  Gay  Evans, 
and  I  am  the  Chairman  of  the  International  Swaps  and  Derivatives 
Association,  Inc.  ("ISDA").   ISDA,  as  you  are  no  doubt  aware,  is 
an  international  organization  comprising  approximately  150  of  the 
world's  largest  commercial,  merchant  and  investment  banks  and 
other  dealers  in  privately  negotiated  derivatives  transactions. 
ISDA  members  also  include  derivatives  end  users  (e.g., 
corporations,  government  entities  and  financial  institutions)  and 
firms  that  provide  accounting,  systems  and  legal  support  for 
derivatives  activity. 

For  over  ten  years  ISDA  has  been  working  on  identifying, 
managing  and  reducing  risks  in  derivatives  activity.   ISDA 
welcomes  the  opportunity  to  testify  today. 

As  this  hearing  has  been  called  to  consider  the  Commodity 
Futures  Trading  Commission's  October  1993  report,  "OTC  Derivative 
Markets  and  Their  Regulation"  (the  "CFTC  Report")  and  the  General 
Accounting  Office's  May  1994  report,  "Financial  Derivatives: 
Actions  Needed  to  Protect  the  Financial  System"  (the  "GAO 
Report"),  I  will  focus  on  these  reports.   After  touching  on  what 
we  view  as  the  most  significant  findings  of  fact  in  these  two 
reports,  I  will  survey  the  range  of  measures  that  have  been  and 
are  being  implemented  in  response  to  the  concerns  described  by 
the  two  reports.   Finally,  I  will  close  by  outlining  what,  in 


270 


ISDA's  view,  should  be  done  with  respect  to  the  proper  management 
and  oversight  of  derivatives  activity. 

Findings  of  Fact  in  the  CFTC  and  GAP  Reports 

The  CFTC  and  GAO  Reports  have  many  findings  of  fact  in 
common.   The  most  significant  of  these  are  summarized  below. 

1.    Derivatives  Are  an  Important  Tool  for  Risk  Management 

Both  reports  recognize  that  financial  markets  are  evolving 
rapidly,  and  that  derivatives  have  become  a  fundamental  part  of 
basic  financial  management  within  corporations,  financial 
institutions  and  government  entities  around  the  world.   The  rapid 
growth  in  derivatives  activity  is  fueled  by  the  efficiency  of 
derivatives  as  a  risk  management  tool. 

"The  rapid  growth  and  increasing  complexity  of  derivatives 
reflect  both  the  increased  demand  from  end-users  for  better  ways 
to  manage  their  financial  risks  and  the  innovative  capacity  of 
the  financial  services  industry  to  respond  to  market  demands." 
(GAO  Report,  page  6) 

The  world-wide  growth  of  privately  negotiated  derivatives 
transactions  "has  fundamentally  changed  financial  management  by 
providing  increasingly  novel  and  flexible  tools  for  the  efficient 
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allocation  and  management  of  risks."  (CFTC  Report,  page  8) 

2.    Derivatives  are  International 

The  CFTC  Report  notes  that  most  of  its  data  "on  OTC 
derivatives  activity  is  worldwide  in  nature,  reflecting  the 
international  scope  of  these  markets."  (CFTC  Report,  page  15) 
The  GAO  Report  carries  this  observation  to  its  logical 
conclusion,  by  recognizing  that  derivatives  dealing  is  a 
competitive  activity  conducted  across  international  boundaries: 
"...unilaterally  strengthening  U.S.  regulation  may  not  be 
sufficient  to  protect  the  U.S.  financial  system.   Such  unilateral 
action  also  may  hamper  U.S.  product  innovation,  affect  U.S. 
firms'  competitiveness,  and  encourage  firms  to  move  their 
activities  to  markets  with  less  regulation."  (GAO  Report,  page 
107)   If  the  regulatory  framework  in  the  U.S.  is  changed  in  a  way 
that  makes  U.S.  firms  less  competitive,  activity  will  quickly 
shift  to  Tokyo,  London,  or  other  non-U. S.  locations  where 
innovation  is  not  artificially  constrained. 

"U.S.  regulators  and  market  participants  were  concerned  that 
U.S.  derivatives  regulation  could  become  onerous  compared  to  that 
of  other  countries.   They  feared  that  such  U.S.  regulation  could 
adversely  affect  the  ability  of  U.S.  markets  and  firms  to  produce 
innovative  products  and  strategies  as  well  as  compete  against 
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financial  institutions  in  other  countries."  (GAO  Report,  page 
108) 

These  concerns  were  recognized  in  the  GAO  Report's 
conclusions,  which  stated  that  "regulation  that  market 
participants  view  as  too  severe  could  cause  firms  to  move  their 
derivatives  activities  outside  of  the  United  States."  (GAO 
Report,  page  126) 

3.  Risks  Discussed  in  Connection  with  Derivatives  Are  Not 
Unique  to  Those  Products 

The  CFTC  Report  emphasizes  that  "it  is  important  to  note 
that  many  of  the  risks  discussed  in  connection  with  OTC 
derivative  products  are  not  unique  to  those  products  but  are 
common  to  other  financial  products."  (CFTC  Report,  pages  90-91) 
And  the  GAO  Report  observes  that  "[t]he  general  types  of  risk 
associated  with  derivatives  --  credit,  market,  legal,  and 
operations  --  exist  for  many  financial  activities.   Therefore, 
risk-management  policies  and  controls  over  such  activities  are 
also  generally  applicable  to  derivatives."  (GAO  Report,  page  44) 

4.  Derivatives  Unwinds  Have  Not  Been  a  Systemic  Problem 

The  CFTC  Report  recognizes  that  the  "failures  of  derivative 
market  participants  that  have  occurred  to  date  have  been 
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successfully  confined  to  the  failing  firm  and  have  been  absorbed 
by  the  marketplace,  and  indeed  have  given  witness  to  the  ability 
of  regulators  to  cooperatively  address  given  market  situations 
with  tools  already  on  hand."   (CFTC  Report,  page  93)   Working 
Paper  4  ("Default  Case  Studies"),  prepared  in  connection  with  the 
CFTC  Report,  is  a  useful  and  detailed  study  of  these  events. 

The  GAO  Report  notes  that  " [r]egulators  and  market 
participants  had  differing  views  on  the  implications  of  the 
extent  of  derivatives  use,  concentration  of  activity,  and 
expanded  linkages  should  a  financial  crisis  occur.   No  empirical 
evidence  was  available  for  determining  the  actual  effects  of 
these  characteristics  because  no  crisis  caused  by  derivatives  has 
occurred. "  (GAO  Report,  page  39)  (emphasis  added) 

Here  it  is  perhaps  important  to  note  that  although  the  GAO 
Report  cites  the  1987  stock  market  disturbance,  the  savings  and 
loan  debacle  and  the  breakdown  of  the  European  Monetary  System  as 
evidence  of  the  need  for  more  regulation  of  derivatives, 
derivatives  were  not  the  problem  in  any  of  these  situations.   On 
the  contrary,  substantial  academic  research  suggests  that 
derivatives  tend  to  be  an  important  stabilizing  factor.   The  GAO 
Report  also  cites  problems  at  the  Bank  of  New  England  and  Drexel 
as  evidence  that  derivatives  activity  may  cause  a  disturbance 
that  requires  federal  intervention.   Once  again,  derivatives  were 
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not  the  problem.   The  Bank  of  New  England  suffered  mainly  from 
bad  real  estate  loans,  and  Drexel's  legal  and  regulatory  problems 
were  not  related  to  its  profitable  derivatives  operation.   In 
fact,  ISDA  believes  that  the  derivatives  activities  of  both  the 
Bank  of  New  England  and  Drexel  were  wound  up  at  a  profit. 

5.    Credit  Risk  for  Dealers  from  Privately  Negotiated 
Derivatives  is  Relatively  Small  and  Well  Managed 

The  reports  recognize  that  the  credit  risk  for  dealers  in 
OTC  derivatives  is  comparatively  small,  high  quality  and  well 
managed.   A  GAO  survey  of  fourteen  major  financial  institutions 
found  that  although  the  notional  amount  of  their  derivatives  at 
the  end  of  1992  was  $6.5  trillion,  their  gross  credit  risk  from 
these  transactions  was  $114  billion  or  only  1.8%  of  the  notional 
amount.   (GAO  Report,  page  4)   This  amount  at  risk  was  further 
reduced  to  $68  billion  or  1%  of  the  notional  amount,  after  taking 
into  account  enforceable  netting  agreements,  collateral  and  other 
credit  risk  reduction  techniques.   (GAO  Report,  page  58) 

A  pilot  survey  by  ISDA,  the  results  of  which  were  announced 
on  June  9,  1994,  corroborates  the  GAO  Report's  statistics.   The 
ISDA  study  surveyed  fourteen  leading  derivatives  dealers  from 
various  countries.   It  found  that  the  gross  credit  risk  from 
their  outstanding  privately  negotiated  derivatives  transactions 
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was  $178.4  billion,  or  2.15%  of  the  $7.6  trillion  notional 
amount,  while  the  net  credit  risk  was  $101.3  billion,  or  1.22%  of 
the  notional  amount.   Although  the  GAO  study  surveyed  only  U.S. 
firms,  the  ISDA  study  involved  dealers  from  around  the  world. 
Thus,  the  similarity  between  the  results  of  the  two  surveys  shows 
a  consistent  global  pattern. 

The  GAO  Report  noted  that  the  credit  risk  involved  in 
derivatives  is  of  very  high  quality.   The  report  "identified  200 
firms  with  swap  portfolios  of  at  least  $1  billion  as  of  year-end 
1991.   These  firms  included  many  financial  institutions  and 
commercial  firms.   As  shown  in  table  3.1  [of  the  GAO  Report], 
97.5  percent  of  the  total  $5.5  trillion  of  outstanding  notional 
amount  of  swaps  held  by  these  firms  was  recorded  by  firms  that 
had  investment  grade  ratings.   Only  2.5  percent  of  the  total  was 
recorded  by  firms  with  noninvestment  grade  ratings."   (GAO 
Report,  page  58) 

Losses  to  date  have  been  small,  especially  compared  to  both 
the  amount  of  credit  risk  involved  and  losses  from  traditional 
bank  activities  such  as  lending.  The  GAO  survey  of  the  14  major 
U.S.  dealers  found  that  "the  1992  total  losses  incurred  by  those 
dealers  as  a  result  of  derivatives  counterparty  default  was  $250 
million,  or  about  0.2  percent  of  their  combined  gross  credit 
exposure."  (GAO  Report,  page  55) 
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Credit  risk  from  derivatives  is  also  well  managed.   The  CFTC 
Report  found  that  "in  the  absence  of .. .regulatory  requirements, 
individual  market  participants  construct  and  maintain  their  own 
mechanisms  to  reduce  and  manage  credit  risk."  (CFTC  Report,  page 
99)   These  mechanisms  include  close  scrutiny  of  the 
counterparty's  creditworthiness,  "limits  on  both  the  amount  and 
tenor  (maturity)  of  contracts  that  would  be  permitted  for  each 
counterparty,"  and  collateralization  for  credit  enhancement. 
(CFTC  Report,  pages  99-100)   The  GAO  Report  found  that  the  15 
major  derivatives  dealers  that  it  interviewed  (seven  banks,  five 
affiliates  of  broker-dealers  and  three  affiliates  of  insurance 
companies)  managed  credit  risk  "in  ways  that  generally  conformed 
to  recommendations  by  the  Group  of  Thirty  and  guidance  provided 
by  bank  regulators."  (GAO  Report,  page  57)   More  generally,  the 
GAO  Report  found  that  the  major  U.S.  dealers  that  it  interviewed 
conduct  their  derivatives  activities  in  accordance  with  the  Group 
of  Thirty  recommendations.  (GAO  Report,  pages  57,  63,  66,  67) 

6.   Dealer  Initiatives  Have  Strengthened  the  System 

The  GAO  Report  describes  a  number  of  private  initiatives 
that  have  contributed  substantially  to  a  safer  and  sounder 
environment  for  derivatives.   These  include  the  development  of 
widely  used  master  netting  agreements  by  ISDA  and  others,  the 
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promotion  of  netting  legislation  in  the  U.S.,  Canada,  Belgium, 
France,  Germany  and  Switzerland,  the  publication  of  the  Group  of 
Thirty  Report  with  24  recommendations  for  dealers,  end-users  and 
regulators,  and  the  development  of  improved  accounting  and 
disclosure  standards  by  groups  such  as  the  FASB.   And  as  the  CFTC 
Report  says  of  privately  negotiated  derivatives  transactions, 
"the  disciplines  and  procedures  imposed  by  market  participants 
themselves  take  the  place  of  otherwise  applicable  regulatory 
requirements  to  a  significant  extent."  (CFTC  Report,  page  124) 
ISDA  believes  that  private  sector  initiatives  will  continue  to 
play  an  essential  role  in  strengthening  the  framework  for 
derivatives  activity. 

7.    Derivatives  Require  Careful  Management 

ISDA  certainly  agrees  with  the  Reports'  conclusions  that 
strong  and  effective  risk  management  practices  are  important  for 
both  dealers  in  and  end-users  of  derivatives.   Indeed,  risk 
management  practices  developed  for  derivatives  have  led  to 
general  improvements  in  financial  risk  management,  strengthening 
the  financial  system  as  a  whole. 
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8.    Accounting  and  Disclosure  Principles  for  Derivatives  Need  to 
be  Improved 

As  the  GAO  Report  states,  "Generally  Accepted  Accounting 
Principles  are  not  adequate  to  ensure  reliable  and  consistent 
financial  reporting  of  derivatives  activities.   In  particular, 
accounting  rules  for  hedging  activities  are  incomplete  and 
inconsistent.   Thus,  investors,  market  participants,  and 
regulators  may  lack  reliable  information  on  which  to  base 
investment  and  business  decisions  and  regulatory  actions."  (GAO 
Report,  page  12)   The  CFTC  Report  remarks  that  "the  adequacy  of 
financial  disclosure  by  counterparties,  in  particular,  end-users 
and  unregulated  intermediaries,  has  been  questioned  in  some 
quarters  and  various  proposals  for  reform  of  current  accounting 
and  financial  disclosure  regimes  in  this  area  have  been  made.   A 
review  of  common  regulatory  concerns  in  this  area  may  be 
especially  useful."  (CFTC  Report,  page  133) 

Responses  to  Concerns  Described  by  the  CFTC  and  GAO  Reports 
1.    Accounting  and  Disclosure  Principles  Are  Being  Improved 

Derivatives  dealers  have  advocated  improved  disclosure  for 
all  financial  instruments,  and  are  working  with  regulators  and 
domestic  and  international  accounting  standard  setters  to  achieve 
it.   From  the  supranational  Bank  for  International  Settlements  to 
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the  U.S.  FASB  to  the  firms  that  use  derivatives,  intense  effort 
is  being  devoted  to  the  task.   The  quality  of  disclosure 
continues  to  improve,  and  the  1993  annual  reports  of  derivatives 
dealers  are  the  most  informative  to  date. 

Accounting  and  disclosure  practices  for  derivatives  and 
other  financial  instruments  have  been  identified  for  some  time  as 
in  need  of  improvement,  and  work  has  already  begun  in  earnest  in 
response  to  this  situation.   As  stated  in  Recommendation  24  of 
the  Group  of  Thirty  Report,  action  needs  to  be  taken  as  a  matter 
of  priority  in  various  countries,  including  the  U.S.,  to  provide 
comprehensive  guidance  on  accounting  for  and  reporting  of 
transactions  in  financial  instruments,  including  derivatives.   As 
noted  on  page  101  of  the  GAO  Report,  on  April  14,  1994  the  FASB 
published  an  exposure  draft  of  accounting  standard  for  disclosure 
of  derivatives  transactions  and  fair  value  of  financial 
instruments.   Progress  thus  continues  to  be  made  on  accounting 
for  and  disclosure  of  derivatives.   It  is  important  to  note, 
however,  that  derivatives  are  often  used  in  conjunction  with  both 
cash  instruments  and  strategic  exposures  and  therefore  disclosure 
generally  should  not  separate  derivatives  from  the  related  risks 
or  exposures  being  managed.   Ultimately,  the  most  meaningful 
disclosure  will  group  information  by  risk  type  and/or  line  of 
business,  not  by  type  of  instrument. 
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2.    Regulatory  and  Supervisory  Institutions  Are  Cooperating  With 
One  Another 

The  CFTC  Report  observes  that  "[t]he  principal  regulatory 
agencies  are  moving  ahead  individually  and  in  concert  to  address 
issues  and  concerns  that  have  been  raised  about  OTC  derivatives." 
(CFTC  Report,  page  174)   However,  the  CFTC  Report  also  advocates 
enhanced  inter-agency  cooperation: 

"[T]here  are  legitimate  cross-market  concerns  about  OTC 
derivatives  that  could  best  be  addressed  on  an  inter-agency 
basis....   Over  time,  the  existence  and  operation  of  such  an 
inter-agency  council  would  give  a  clearer  idea  of  the  number  and 
relative  importance  of  common  issues  versus  issues  specific  to  a 
particular  financial  regulator."  (CFTC  Report,  page  174) 

Cooperative  efforts  should  foster  a  more  coordinated 
approach  to  supervision  of  global  derivatives  activity.   Several 
recent  developments  demonstrate  increased  regulatory  cooperation 
both  within  and  outside  the  U.S. 

In  the  United  States,  inter-agency  cooperation  has  moved 
ahead  in  significant  ways.   On  January  3,  1994,  Secretary  of  the 
Treasury  Lloyd  Bentsen,  as  Chairman  of  the  Working  Group  on 
Financial  Markets  (the  "WGFM")  (which  was  formed  in  the  wake  of 
the  October  1987  sharp  decline  in  equity  prices)  wrote  to  the 
members  of  the  WGFM  to  confirm  that  the  WGFM  should  serve  to 
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coordinate  policies  and  actions  of  various  government  agencies  in 
response  to  significant  new  developments  in  financial  markets 
such  as  OTC  derivatives. 

Cooperative  efforts  are  taking  shape  not  only  within  the 
U.S.,  but  also  overseas.   On  March  15,  1994,  the  SEC,  CFTC  and 
the  English  Securities  and  Investments  Board  issued  a  joint 
statement  regarding  the  oversight  of  OTC  derivatives,  in  which 
they  set  forth  a  plan  for  coordinating  their  respective 
regulatory  approaches  in  this  area.   The  plan  provides  for,  among 
other  things,  the  exchange  of  financial  and  operational 
information  on  a  cross-border  basis,  the  promotion  of  netting 
arrangements  and  the  development  of  accounting  recognition, 
measurement  and  disclosure  standards  by  national  and 
international  accounting  standard  setting  bodies. 

Additionally,  the  Bank  for  International  Settlements 
continues  to  provide  a  forum  for  banking  regulators  from  the  G-10 
countries  to  address  common  concerns  such  as  capital  standards 
for  banking  activities,  including  derivatives. 

3.    The  CFTC  Exemptions  Provide  Important  Legal  Certainty  and  a 
Basis  for  Further  Innovation 

The  CFTC's  adoption,  in  1993,  of  regulations  exempting  swap 
agreements  and  hybrid  instruments  from  the  Commodity  Exchange  Act 
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was  an  important  step  in  the  development  of  an  appropriate 
regulatory  framework.   The  exemptions  lower  risk  by  reducing 
legal  uncertainty,  they  allow  innovation  and  competition  in 
important  areas  of  derivatives  transactions  and  they  have  worked 
well  in  practice. 

What  Should  Be  Done 

The  CFTC  and  GAO  Reports  have  contributed  significantly  to 
the  proper  understanding  of  derivatives.   Many  of  the  concerns 
that  the  Reports  identify  have  been  addressed  by  the  developments 
discussed  above.   However,  there  are  additional  suggestions  that 
ISDA  believes  would  further  enhance  the  framework  for  derivatives 
transactions;  and  there  are  some  recommendations  that  have  been 
made  by  the  GAO  that  are  not  supported  by  the  facts  in  the 
Reports . 

Recommendations  With  Merit 

1.    Improved  Disclosure  Principles  for  Financial  Commitments  Are 
Needed 

There  is  no  doubt  that  a  concerted  effort  is  needed  at  all 
levels  of  derivatives  activity  and  for  financial  instruments 
generally  to  improve  the  quality  of  disclosure  in  financial 
reporting.   At  the  same  time,  it  is  important  to  remember  that 
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both  dealers  and  end-users  employ  derivatives  in  a  manner  that  is 
fully  integrated  with  other  economic  activity,  so  that  separate 
disclosure  with  respect  to  derivatives  can  easily  be  misleading 
rather  than  helpful. 

2.    The  Group  of  Thirty  Recommendations  Are  an  Appropriately 
Flexible  Way  to  Improve  Risk  Management 

These  recommendations  can  be  tailored  by  dealers  and  end- 
users  to  create  appropriate  controls  for  their  derivatives 
activities  as  they  develop  over  time.   Turning  those 
recommendations  into  regulations  as  suggested  by  the  GAO  Report 
would  impede  further  progress  in  a  rapidly  developing  area, 
remove  the  flexibility  that  was  intended  to  be  part  of  the 
recommendations  and  create  a  regulatory  drag  on  improvements. 
Recommendations  Without  Foundation 

1.  Regulation  of  End-Users  Is  Unjustified 

The  GAO  Report  recommends  regulation  of  SEC  registrants  that 
are  major  end-users  of  complex  derivatives.   This  recommendation 
is  illogical,  given  that  it  singles  out  derivatives  activity  for 
scrutiny  to  which  other  fundamental  business  and  financial 
decisions  are  not  subjected. 

2.  Legislation  Is  Neither  Necessary  Nor  Desirable 

The  GAO  Report  makes  some  solid  and  important  findings  of 
fact,  but  it  relies  on  surmise  and  conjecture  when  it  recommends 
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additional  legislation.   In  reality,  additional  legislation  is 
just  not  necessary,  and  it  could  actually  hurt  the  economy  by 
preventing  or  hindering  the  use  of  important  tools  for  managing 
risk. 

And  although  the  GAO  acknowledges  that  regulation  that 
participants  view  as  too  severe  could  hurt  the  international 
competitive  position  of  U.S.  financial  institutions,  the  GAO 
Report  does  not  contain  any  analysis  of  the  competitive  impact  of 
its  recommended  legislation.   ISDA  believes  that  the  proposed 
legislation  would  have  a  negative  impact  on  the  international 
competitive  position  of  U.S.  financial  institutions  without 
generating  the  benefits  required  to  justify  that  negative  impact. 

As  the  CFTC  Report  concluded,  there  is  no  need  for  further 
legislative  action  with  regard  to  privately  negotiated 
derivatives  at  this  time.   ISDA  agrees  that  the  above  issues  can 
best  be  addressed  through  cooperation  between  regulators  and 
derivatives  industry  participants.   In  an  article  in  the  June  3, 
1994  issue  of  the  Financial  Times,  Gerald  Corrigan  outlined  a 
similar  list  of  steps,  taken  mainly  from  the  Group  of  Thirty's 
list  of  recommendations,  that  will  reduce  risk  and  promote 
certainty  in  derivatives  transactions.   Mr.  Corrigan  suggests 
measures  for  regulators  to  take  in  cooperation  with  dealers  and 
end-users,  but,  consistent  with  the  conclusions  of  the  CFTC 
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Report,  he  does  not  consider  that  any  new  legislation  is 
necessary.   Perhaps  Mr.  Corrigan's  conclusion  provides  a  fitting 
summary  to  this  discussion:  in  the  world  of  derivatives,  Mr. 
Corrigan  observes,  "there  can  be  no  substitute  for  the  time- 
honoured  dictates  of  discipline,  conservatism  and  knowing  your 
counterparty. " 
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At  the  invitation  of  the  Chairman  of  the  Subcommittee  on 
Environment,  Credit  and  Rural  Development  of  the  House  Committee 
on  Agriculture,  ISDA  submits  this  statement  for  the  record  on  the 
written  testimony  of  the  General  Accounting  Office  dated  June  14, 
1994,  entitled  "Response  to  the  International  Swaps  and 
Derivatives  Association  Position  Paper"  (the  "GAO  Response"). 

Privately  negotiated  swaps  and  related  derivatives 
transactions  are  well  managed  and  well  supervised.   Credit  risk 
for  dealers  is  relatively  small,  high  quality  and  carefully 
managed.   Losses  to  date  have  been  small,  especially  when 
compared  to  losses  from  more  traditional  bank  activities  such  as 
lending.   Regulators  such  as  the  Treasury  and  the  SEC  discount 
concerns  about  concentration.   The  Treasury  Department 
representative  stated  in  her  testimony  on  June  14,  1994  that  "15 
major  U.S.  dealers  with  less  than  a  50%  market  share  and 
substantial  foreign  competition  does  not  seem  excessively 
concentrated"  (Statement  of  Ms.  Darcy  Bradbury,  Deputy  Assistant 
Secretary  of  the  Treasury  for  Federal  Finance,  June  14,  1994, 
page  7) ,  and  the  SEC  representative  noted  that  "counterparty 
credit  exposure  [for  securities  firms]... is  generally  not 
concentrated  with  any  particular  counterparty."   (Testimony  of 
Mr.  Brandon  C.  Becker,  Director,  Division  of  Market  Regulation, 
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Securities  and  Exchange  Commission,  June  14,  1994,  page  4).   The 
GAO  also  admits  that  there  is  "no  empirical  evidence"  that 
derivatives  linkages  would  "hasten  the  spread  and  expand  the 
scope  of  problems"  during  a  financial  crisis.   (GAO  Response, 
page  6)   Private  sector  initiatives,  including  netting  contracts 
and  improved  accounting  and  disclosure,  have  created  a  safer  and 
sounder  environment  for  derivatives.   Regulatory  agencies,  with 
the  tools  already  provided  to  them,  are  cooperating  to  address 
issues  and  concerns  about  derivatives. 

All  the  preceding  facts  emerge  clearly  from  existing 
knowledge  about  privately  negotiated  derivatives.   In  contrast, 
there  is  no  support  in  existing  knowledge  or  among  regulators  for 
the  GAO's  recommendations  for  legislation.   ISDA  believes  that 
the  GAO's  recommended  legislation  would  harm  the  competitiveness 
of  the  U.S.  derivatives  dealers  and  the  ability  of  U.S.  companies 
and  financial  institutions  to  manage  their  interest  rate, 
currency,  commodity  and  other  risks  without  generating  benefits 
to  justify  that  harm. 

The  argument  that  the  GAO's  regulatory  recommendations  apply 
only  to  major  U.S.  derivatives  dealers  is  hardly  comforting, 
given  that  the  strength  of  a  U.S.  dealer  relative  to  other  U.S. 
dealers  is  irrelevant  to  its  ability  to  compete  with  non-U. S. 
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dealers.   ISDA  cannot  agree  that  the  GAO's  recommended  regulation 
would  "increase  the  attractiveness  of  U.S.  firms  as 
counterparties."   (GAO  Response,  page  25)   U.S.  derivatives 
dealers  have  hitherto  been  able  to  compete  very  effectively  in 
the  international  arena  and  it  would  be  contrary  to  history  and 
experience  for  the  competitive  position  of  those  dealers  to  be 
enhanced  by  new  legislation  and  increased  regulation. 

In  conclusion,  ISDA  agrees  with  the  Federal  Reserve  Board, 
the  CFTC,  the  SEC  and  the  Treasury  that  no  legislation  is 
necessary  at  this  time.   As  the  SEC  stated,  " [o] ne  of  the 
strengths  of  the  OTC  derivatives  market  is  its  flexibility  and 
its  ability  to  change.   For  this  reason,  the  'state-of-the-art' 
in  management  controls  can  be  expected  to  evolve.   Freezing 
today's  standards  for  the  future  may  prove  to  be  a  mistake." 
(Testimony  of  Mr.  Brandon  C.  Becker,  June  14,  1994,  page  23) 
ISDA  appreciates  the  opportunity  to  contribute  to  the 
Subcommittee's  deliberations  and  looks  forward  to  further 
cooperation  with  the  various  regulatory  agencies. 
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TESTIMONY  OF 

PETER  F.  KARPEN,  CHAIRMAN 

FUTURES  INDUSTRY  ASSOCIATION 

BEFORE  THE  SUBCOMMITTEE  ON  ENVIRONMENT,  CREDIT 

AND  RURAL  DEVELOPMENT,  COMMITTEE  ON  AGRICULTURE, 

UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

JUNE  14,  1994 

Mr.  Chairman  and  members  of  the  Subcommittee,  my  name  is  Peter  F. 
Karpen,  and  I  am  here  today  in  my  capacity  as  Chairman  of  the  Futures  Industry 
Association  ("FIA").   I  thank  you  for  this  opportunity  to  appear  before  you  on 
behalf  of  the  membership  of  the  FIA  and  to  present  the  FIA's  views  on 
derivatives  and  the  recent  "General  Accounting  Office  Report:  Financial 
Derivatives  -  Actions  Needed  to  Protect  the  Financial  System". 

The  FIA  is  the  national  trade  association  of  the  commodity  futures  and 
options  trading  industry.  Our  regular  membership  is  comprised  of  approximately 
80  of  the  largest  futures  brokerage  firms  known  as  "futures  commission 
merchants"  or  "FCMs".  They  handle  more  than  80%  of  the  transactions  on  U.S. 
futures  exchanges.  Our  associate  and  international  members,  which  number 
nearly  200,  are  a  more  diverse  group.  They  include  all  U.S.  and  many  foreign 
exchanges  and  clearinghouses,  law  firms,  accounting  firms  and  users  of  the 
markets,  such  as  commercial  and  investment  banks  and  pension,  insurance  and 
mutual  fund  managers.  Although  our  membership  includes  all  facets  of  the 
futures  industry,  the  FIA  has  its  roots  in  the  brokerage  community. 

In  past  years,  the  FIA  has  developed  an  increasing  interest  in  the  over- 
the-counter  (OTC)  trading  of  derivative  products  whose  value  derives  from  the 
value  of  an  underlying  asset  or  underlying  reference  rate  or  index  including 
interest  rates,  foreign  currency  exchange  rates,  commodities,  equities  and  other 
Instruments  or  indices.  Our  interest  is  based  on  our  members'  long-standing 
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expertise  in  risk  management  and  our  customers'  need  for  customized  risk 
management  tools  in  addition  to  the  standardized  products  provided  by  futures 
exchanges.  This  customer-driven  demand  has  created  an  innovative,  dynamic, 
global  market. 

The  FIA  has  long  supported  the  benefits  of  derivatives.  As  early  as  1982, 
in  testimony  supporting  the  reauthorization  of  the  CFTC  before  the  House 
Committee  on  Agriculture,  the  FIA  stated,  'The  interbank  currency  market, 
interest  rate  swaps,  forward  rate  loans/deposits,  cross-currency  rate  swaps, 
Eurocurrency  loans  with  marketable  caps  and  many  more  financial  transactions 
and  arrangements  provide  corporate  treasurers  and  financial  officers  with  the 
flexibility  to  operate  in  their  economically  most  efficient  manner."  Our  views  are 
fully  supported  by  the  conclusion  of  the  GAO  in  its  report  twelve  years  later: 

"Derivatives  serve  an  important  function  in  the  global 
financial  marketplace,  providing  end-users 
opportunities  to  better  manage  financial  risks 
associated  with  their  business  transactions.  The 
rapid  growth  and  increasing  complexity  of  derivatives 
reflects  the  increased  demand  from  end-users  for 
better  ways  to  manage  their  financial  risks  and  from 
speculators  for  lower  cost  ways  to  potentially  profit 
from  market  volatility.  They  also  reflect  the  innovative 
capacity  of  the  financial  services  industry  to  respond 
to  market  demands." 

Before  focusing  on  the  GAO  Report,  it  is  important  to  recognize  the 

accomplishments  of  this  Committee,  the  Congress  and  the  Commodity  Futures 

Trading   Commission   in   assuring  the   legality   of  derivatives.      In   our   1982 

testimony  we  recognized  that  certain  derivative  transactions  could  be  considered 

illegal  under  the  Commodity  Exchange  Act  ("CEA").     Such  a  finding  would 

stagnate  these  important  activities  and  cause  a  rippling  of  risks  in  the  financial 

system.      After   intensive   debate    over   several    years,    10   years    later   this 
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Subcommittee  recommended  and  Congress  adopted  the  Futures  Trading 
Practices  Act  of  1992  which  granted  the  CFTC  the  authority  to  exempt  OTC 
instruments  from  any  and  all  of  the  requirements  of  the  CEA.  This  new  authority 
allowed  the  CFTC  to  adopt  its  Swaps  Exemption,  providing  important  legal 
certainty  to  a  broad  range  of  OTC  derivatives  transactions.  While  this  relief  is 
not  complete  (Congress  did  not  provide  the  CFTC  with  authority  to  exempt 
products  which  would  be  prohibited  by  the  1982  amendments  to  the  Act,  in 
particular  dealing  with  stock  and  stock  index  futures),  it  went  a  long  way  toward 
eliminating  what  the  industry  recognized  was  the  largest  impediment  to  the 
growth  of  derivatives. 

GAP  Report 

The  FIA  joined  five  other  financial  trade  associations  in  responding  to  the 
GAO  Report.  While  we  applauded  the  Report's  findings  and  conclusions  that 
confirmed  the  benefits  of  derivatives,  we  cautioned  that  the  GAO  Report  not  be 
used  as  the  basis  for  unnecessary  legislation  and  restrictive  regulation  which  in 
the  end  will  impair  market  participants'  ability  to  use  OTC  derivative  transactions. 
In  our  view,  effective  risk  management  by  sophisticated  market  participants 
should  be  driven  by  good  business  practices  and  not  by  legislation  or  restrictive 
regulation. 

We  agree  with  the  conclusion  of  the  Commodity  Futures  Trading 
Commission  in  its  report  on  "OTC  Derivative  Markets  and  their  Regulation"  last 
fall  that  the  regulatory  agencies  involved  already  have  the  tools  to  monitor  and 
oversee  the  U.S.  derivatives  markets  without  new  legislation.  This  conclusion 
was  supported  unanimously  in  the  recent  testimony  of  senior  financial  regulators, 
including  banking,  securities  and  futures  regulators,  who  all  concluded  that  there 
was  no  need  for  new  legislation  to  supervise  derivatives.  While  we  recognize 
that  there  are  entities  that  are  not  directly  regulated,  including  affiliates  of  broker- 
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dealers  and  FCMs,  we  do  not  believe  that  the  GAO  or  anyone  else  has  made  a 
case  to  support  their  direct  regulation.  In  particular,  because  these 
"unregulated"  entities  do  not  market  derivatives  to  the  retail  public,  maintain 
capital  to  satisfy  credit  rating  agencies  or  counterparties,  and  do  not  have  access 
to  any  federal  insurance,  they  do  not  require  the  same  degree  of  oversight. 

As  you  know,  the  Securities  and  Exchange  Commission  has  and  the 
CFTC  has  proposed  rules  to  obtain  adequate  information  so  that  these  agencies 
can  ensure  that  these  entities  do  not  jeopardize  the  regulated  broker-dealer  or 
FCM.  The  FIA  supported  Congress'  granting  the  CFTC  the  authority  to  obtain 
this  information.  We  are  working  closely  with  the  CFTC  as  it  develops  its  risk 
assessment  rules  to  assure  that  the  CFTC  is  provided  with  adequate  information 
without  imposing  unnecessary  burdens  on  the  industry. 

Instead  of  supporting  new  legislation,  the  FIA  continues  to  endorse 
effective  inter-agency  cooperation  as  the  key  to  sound  oversight  of  derivatives 
on  both  a  national  and  international  level.  As  the  CFTC  states  in  its  OTC  report, 
the  "systemic  and  public  policy  issues  suggested  by  [derivative]  products  are  not 
confined  to  any  single  market  or  the  province  of  one  regulator".  In  this  regard, 
we  applaud  the  activities  of  the  Working  Group  on  Financial  Markets,  chaired  by 
Secretary  Bentsen  and  including  the  participation  of  the  banking  regulators,  the 
SEC  and  the  CFTC,  in  coordinating  derivatives  oversight.  We  agree  with  the 
GAO's  endorsement  of  international  regulatory  cooperation  and  its  warning  that, 
without  effective  cooperation,  new  U.S.  regulatory  measures  would  not  be  fully 
effective  and  might  cause  derivatives  activities  to  move  offshore.  We  support 
the  ongoing  efforts  of  U.S.  regulators  to  coordinate  with  their  counterparts  in 
foreign  jurisdictions. 

The  GAO  report  also  focuses  on  the  need  for  increased  disclosures  of 
derivatives  and  derivatives  risk.  We  support  the  GAO's  recommendation  that  the 
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Financial  Accounting  Standards  Board  expeditiously  develop  improved 
disclosure  standards  for  derivatives.  The  process  of  increased  disclosure  is 
already  under  way  as  many  companies  have  significantly  expanded  their 
derivatives-related  disclosures  in  their  1993  annual  reports,  although  we  must 
caution  that  derivatives  disclosure  should  be  integrated  with  the  underlying 
business  lines  which  are  being  hedged. 

I  would  like  to  address  one  last  point  that  is  an  important  step  in  the 
evolution  of  derivatives.  The  GAO  and  other  regulatory  studies  have  addressed 
credit  risk  issues  in  the  OTC  derivative  markets  and  have  recognized  that  the 
evolving  methods  of  controlling  credit  risk  depend  on  better  netting  and  offsetting 
techniques.  Depending  on  the  needs  of  the  market,  this  could  lead  toward  a 
clearinghouse  for  OTC  derivatives  or  other  mechanisms  to  relieve  counterparty 
credit  exposures.  As  we  did  12  years  ago,  we  urge  that  Congress  continue  to 
support  a  legal  framework  that  permits  efforts  to  reduce  counterparty  risk  in  the 
financial  system. 

I  appreciate  the  opportunity  to  appear  before  the  Subcommittee  today  on 
behalf  of  the  FIA.  I  welcome  any  questions  that  the  Subcommittee  might  have. 
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STATEMENT 

ON  BEHALF  OF 

AMERICAN  BANKERS  ASSOCIATION 

I.  Introduction 

The  American  Bankers  Association  ("ABA")  appreciates  the  opportunity  to  submit 
written  testimony  on  the  issues  raised  by  several  recent  reports  on  derivatives  and  on 
certain  legislative  proposals  to  regulate  these  instruments.   The  ABA  is  the  only  national 
trade  and  professional  association  serving  the  entire  banking  community,  from  small 
community  banks  to  large  bank  holding  companies.  ABA's  members  represent 
approximately  90  percent  of  the  commercial  banking  industry's  total  assets. 

The  issues  raised  are  very  important  to  our  members.   Commercial  banks  use  derivative 
instruments  both  as  end  users  and  as  dealers.   It  is  estimated  that  over  500  banks  used 
derivatives  in  1992,  and  that  number  is  growing.  As  end  users,  commercial  banks,  much 
like  other  corporations,  use  derivative  instruments  to  manage  their  own  institution's  risks, 
to  reduce  funding  costs  and  thereby  enable  them  to  make  more  credit  available  in  their 
local  conununities  and  to  enhance  investment  returns. 

A  few  of  our  members,  along  with  broker-dealer  affiliates  and  other  conunercial  firms, 
also  serve  as  derivative  dealers,  capitalizing  on,  among  other  things,  their  ability  to 
understand  the  financial  needs  and  risks  of  their  many  customen.   Dealers  generally 
arrange  one  side  of  the  transaction  and  then  "warehouse"  the  transaction  to  be  matched 
with  a  compatible  derivative  transaction(s)  with  other  end  users.   Dealers  generally  do  not 
charge  fees  for  arranging  these  transactions,  rather  their  profits  are  earned  from  spreads 
between  the  bid  and  offered  prices  on  derivatives. 
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For  the  reasons  discussed  more  fully  below,  the  ABA  believes  that  its  members  are 
adequately  managing  the  risks  associated  with  the  use  of  derivatives;  that  the  federal 
regulators  are  appropriately  supervising  baiik  activity  in  this  area;  and  that  no  need  exists 
for  legislation.   That  position  is  fully  supported  by  the  Federal  Reserve  Board  ("FRB"), 
the  Office  of  the  Comptroller  of  the  Currency  ("OCC"),  the  Federal  Deposit  Insurance 
Corporation  ("FDIC"),  and  the  Securities  and  Exchange  Commission  ("SEC"),  as  well  as 
numerous  industry  leaders.   The  ABA  would  urge  the  Congress  to  follow  the  advice  of 
industry  experts  and  federal  regulators  alike  and  not  pursue  legislation  restricting  the 
ability  of  banks,  as  both  end  users  and  dealers,  to  enter  into  these  arrangements. 


II.       Background 

Derivatives  are  contracts  the  value  of  which  depends  on,  or  derives  from,  the  value  of  an 
underlying  asset,  reference  rate  or  index.  There  are  four  major  types  of  derivatives: 
forwards,  futures,  option  and  swaps.   Moreover,  there  are  four  basic  underlying  assets  or 
references  on  which  the  value  of  these  derivative  contracts  are  based:   interest  rates, 
foreign  exchange  rates,  commodity  prices  and  equity  prices.   Many  of  these  instruments, 
such  as  futures  and  some  options,  are  traded  on  organized  exchanges.   As  such,  these 
instruments  are  standardized  as  to  maturity,  contract  size  and  delivery  terms. 
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Other  derivatives,  such  as  swaps  and  foreign  exchange  contracts,  are  custom  tailored 
contracts.   Specifically,  every  element  of  that  contraa,  including  its  duration,  method  of 
determining  payments,  and  underlying  amount  of  the  contract  upon  which  the  payments 
arc  based,  is  negotiated  in  order  to  suit  that  specific  user's  needs.  As  a  general  matter, 
the  average  maturity  of  a  derivative  transaction  is  onc-to-three  years.   It  is  not  unheard  of, 
however,  for  a  derivative  contraa  to  have  a  maturity  length  of  more  than  ten  years. 
Because  their  terms  are  not  standardized  but  are,  in  fact,  unique  to  each  particular 
transaction,  these  instruments  are  not  traded  on  an  exchange,  but  in  the  over-the-counter 
("OTC")  market. 

The  two  most  common  types  of  OTC  derivatives  used  by  commercial  banks  arc  interest 
rate  and  currency  swaps.  An  interest  rate  swap  is  an  agreement  between  two  parties  who 
agree  to  swap  or  exchange  future  cashflows  over  a  specified  period  of  time.   The  amounts 
of  these  payments  are  calculated  by  multiplying  a  stated  dollar  amount  or  "notional 
principal  amount"  times  an  interest  rate,  such  as  LIBOR  (London  interbank  offered  rate), 
commercial  paper.  Fed  funds,  prime  or  Treasury  bills.  At  no  time  is  the  notional 
principal  amount  exchanged. 

Commercial  banks  enter  into  interest  rate  swaps  for  a  variety  of  purposes,  including 
reducing  funding  costs  and  managing  interest  rate  risk.   For  example,  a  commercial  bank 
may  have  $10  million  in  15-year  mortgages  paying  a  fixed  rate  of  interest  of  7.00%  per 
year.   The  funding  for  these  mortgages  comes  from  $10  million  in  certificates  of  deposit 
(CDs),  the  interest  rate  on  which  is  reset  once  a  year.  At  the  present  time,  the  CD  rate  is 
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3.00%.  While  the  commercial  bank  is  earning  a  net  return  of  4.00%,  the  situation  is 
nevertheless  interest  rate  sensitive.   Specifically,  if  interest  rates  rise  while  the  mortgages 
are  outstanding,  the  commercial  bank  will  be  exposed  to  interest  rate  risk.    In  fact,  if 
interest  rates  rise  above  7.00%,  the  commercial  bank  will  incur  a  net  loss. 

To  manage  its  interest  rate  risk,  the  commercial  bank  might  enter  into  an  interest  rate 
swap  whereby  it  will  pay  a  fixed  rate  of  4.00%  to  the  swap  dealer  who,  in  exchange,  will 
pay  the  commercial  bank  the  twelve  month  CD  rate,  promised  to  the  bank's  CD 
customers.   By  entering  the  swap,  the  commercial  bank  is  assured  that  it  will  always  have 
the  funds  available  to  pay  the  twelve  month  CD  rate  to  depositors,  no  matter  how  high 
or  low  interest  rates  go.   The  7.00%  earned  on  the  15-ycar  mortgages  will  be  used  to  pay 
the  swap  dealer  the  fixed  rate  cashflow  of  4.00%,  leaving  the  commercial  bank  with  a  net 
return  of  3.00%.  While  its  true  that  its  net  return  has  dropped  fi-om  4.00%  to  3.00%,  the 
commercial  bank  has  nevertheless  eliminated  its  interest  rate  risk  on  this  transaction. 


In  addition  to  allowing  commercial  banks  to  manage  their  own  interest  rate  risk,  interest 
rate  swaps  also  have  a  beneficial  impaa  on  the  availability  of  credit  to  businesses  and 
consumers,  alike.   Many  of  our  members  believe  that  without  the  use  of  interest  rate 
swaps,  they  would  be  unable  to  extend  credit  to,  or  to  offer  credit  in  the  manner  most 
useful  to  their  customers.  The  use  of  derivatives  by  the  bank  ultimately  benefits  their 
customers  and  provides  economic  growth. 
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Just  how  important  interest  rate  swaps  are  for  our  members  is  best  illustrated  by  the 
following  real  life  example:  a  $175  million  community  bank  was  approached  by  a  small 
manufacturing  company  seeking  a  $2  million  loan  in  order  to  renovate  its  plant.   This 
particular  company  employed  1,200  people  in  a  community  of  15,000  and  needed  to 
renovate  its  plant  in  order  to  stay  competitive.   The  company  did  not  want  a  floating  rate 
loan  but  rather  wanted  a  ten  year  fixed  rate  loan.  Absent  an  interest  rate  swap,  the  bank 
could  not  offer  its  customer  a  10  year  fixed  rate  because  the  interest  paid  on  the  deposits 
that  would  be  used  to  fund  that  loan  would  vary  over  time.   In  order  to  satisfy  and, 
importantly,  keep  that  customer,  the  bank  entered  into  an  interest  rate  swap,  trading  off 
the  loan's  fixed  rate  for  a  variable  rate  in  return.   The  bank  was  thereby  able  to  protea 
itself  against  its  risk  while  at  the  same  time  helping  its  customer  and  its  community. 

A  recent  Federal  Reserve  suff  study  supports  the  point  illustrated  by  this  particular 
anecdote.   Specifically,  the  study  concluded  that  the  use  of  interest  rate  swaps  by 
commercial  banks  promotes  credit  accessibility  by  reducing  the  interest-rate  exposure  of 
banks. ^  This  is  due,  in  large  part,  according  to  the  study,  to  the  fact  that  interest  rate 
exposure  of  banks'  business  lending  portfolios  is  reduced.  The  study  opined  that  should 
excessive  new  restrictions  be  placed  on  bank  derivatives  activities,  credit  availability  for 
lending  to  businesses  and  consumers  will  be  curbed. 


'   Brewer,  Minton  and  Moscr,  The  Effect  of  Bank-Held  Dcrivarivcs  on  Credit  Accessibilirv.  April  1994. 
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Currenqr  swaps  are  not  used  by  commercial  banks  to  the  same  extent  as  interest  rate 
swaps.   They,  nevertheless,  help  commercial  banks  to  manage  risk,  that  is,  exchange  rate 
risk.   Specifically,  a  currency  swap  is  an  agreement  between  two  parties  who  agree  to 
make  periodic  payments  to  each  other  in  different  currencies  over  a  specified  period  of 
time.  The  amounts  of  these  payments  are  calculated  by  multiplying  a  stated  amount  of 
each  currency  times  the  interest  rate  specified  in  the  agreement  for  payments  in  that 
currency.   Ordinarily,  the  parties  also  agree  to  exchange  the  principal  amounts  of  each 
currency  at  the  beginning  of  the  swap,  and  to  return  them  at  its  conclusion.     This  type 
of  swap  can  be  particularly  valuable  to  U.S.  companies  doing  business  abroad,  which  do 
not  want  to  assume  currency  risk  as  pan  of  their  business. 


III.   Management  of  Risks  Associated  with  Derivatives 

Market  risk,  credit  risk,  legal  risk,  operational  risk  and  systemic  risk  are  the  principal  risks 
associated  with  OTC  derivatives.   In  general,  these  five  risks  are  no  different  than  the 
types  of  risk  that  banks  have  always  managed  when  engaging  in  traditional  banking 
activities  such  as  lending,  treasury  and  trading  functions.  Appropriate  risk  management 
systems  are  necessary  to  engage  in  traditional  banking  activities  in  a  safe  and  sound 
manner.   So  too  are  risk  managements  systems  necessary  to  suppon  the  proper  use  ot 
derivatives  activities. 
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Market  Risk.    Market  risk  is  why  commercial  banks  enter  into  derivative  transactions  in 
the  first  place.    Banks,  their  regulators  and  financial  market  participants  generally  have 
become  more  aware  of  the  market  risks  posed  by  changes  in  interest  and  exchange  rates. 
To  manage  those  risks,  banks  enter  into  derivative  transactions  whereby  the  market  risks 
are  passed  off  to  some  entity  bener  able  to  cope  with  that  particular  risk.   That  entity,  the 
dealer,  will,  in  turn,  manage  its  market  risk  by  entering  into  other  derivative  transactions 
that  reverse  or  mirror  the  position  taken  with  respea  to  the  iru'tial  derivative  transaction. 

Derivatives  dealers  manage  market  risks  by  valuing  their  derivatives  portfolio  on  a  daily 
marked  to  market  basis.   In  addition,  risk  management  systems  place  limits  on  market 
exposure  and  employ  stress  testing  procedures  to  determine  how  the  portfolio  performs 
under  various  market  scenarios,  including  fluctuations  in  interest  rates. 

Banks,  their  regulators  and  financial  market  participants  generally  have  become  more 
aware  of  the  market  risks  posed  by  changes  in  interest  and  exchange  rates.   Both  the  Bank 
for  International  Settlements  ("BIS")  and  federal  bank  regulators  are  engaged  in  efforts 
to  require  individual  banks  to  allocate  capital  in  accordance  with  the  interest  rate  risk 
assumed  by  each  individual  bank.   Indeed,  one  could  argue  that  the  explosive  growth  in 
the  use  of  derivatives  by  banks  is  directly  related  to  the  industry's  deeper  appreciation  of 
the  need  to  actively  manage  these  risks. 
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Credit  Risk.   Credit  risk  is  the  risk  that  a  party  will  not  have  the  necessary  resources  to 
make  contractual  payments  when  due.   This  risk  is  clearly  the  type  of  risk  that  bankers 
encounter  every  day  when  determining  whether  or  not  to  extend  credit  .  As  such,  banks 
use  their  risk  management  capabilities  developed  in  connection  with  their  lending 
activities  to  manage  the  credit  risks  associated  with  derivatives.  Thus,  credit  risk  is 
reduced  by  conducting  most  derivative  transactions  with  counterparties  that  have  high 
credit  ratings.    It  is  not  surprising  that  over  97%  of  the  total  S5.5  trillion  of  outsunding 
notional  principal  amount  of  swaps  was  held  by  companies  that  had  investment  grade 
ratings.   Credit  risk  is  further  reduced  by  establishing  credit  limits  with  individual  firms 
and  by  employing  netting  arrangements  that  allow  payments  due  from  one  party  to  be 
offset  against  payments  due  to  that  same  party. 

Credit  risk  is  not  measured  by  the  notional  principal  amount.   Rather,  credit  risk  is 
measured  as  replacement  cost,  i.e..  how  much  will  it  cost  the  bank  to  replace  the 
counterparty.   Consider,  for  example,  the  bank  with  the  15  year  fixed  rate  mortgages 
discussed  above.   That  particular  bank's  credit  exposure  would  be  measured  by  the 
difference  in  the  amount  it  would  pay  if  a  new  derivative  contract  were  required,  after 
failure  of  the  other  party  to  the  contract,  to  receive  a  twelve  month  CD  rate  cashflow.   If 
interest  rates  had  risen,  a  new  dealer  may  require  more  than  the  fixed  rate  cashflow  of 
4.00%.    Instead,  the  dealer  may  require  4.02%.   The  difference  in  the  payments:   0.02  or 
$2,000  ($10  million  notional  principal  amount  x  0.02%)  represents  the  end  user  bank's 
credit  risk.   (Note  that  the  notional  principal  amount  is  very  much  greater  than  the  actual 
risk.  The  use  of  notional  amounts  when  discussing  derivatives  exposures  can  be  very 
misleading.) 
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Legal  Risk.   Legal  risk  is  the  risk  of  loss  that  the  derivatives  contract  cannot  be  legally 
enforced.   For  example,  this  might  happen  if  one  of  the  parties  to  the  derivatives 
transaction  is  legally  incapable  of  entering  into  the  agreement.   Obviously,  this  type  of 
legal  risk  is  an  issue  for  derivatives  dealers,  not  end  users. 

Dealers  manage  this  risk  through  their  legal  departments.   Legal  staff  assess  the 
counterparties  authority  to  enter  into  contracts  and,  where  necessary,  obtain  legal 
opinions  regarding  the  counterparties  legal  capacity.   Issues  concerning  legal  capacity  to 
enter  into  OTC  derivative  transactions  have  largely  been  resolved  in  the  United  States. 

Legal  risk  also  exists  with  regard  to  the  enforceability  of  certain  provisions  of  the 
derivatives  contract.   For  example,  the  enforceability  of  netting  provisions  in  the  event 
that  one  party  is  subject  to  bankruptcy  proceedings  has  been  questioned.   Again  this  issue 
has  been  largely  resolved  in  the  United  States,  at  least  in  so  far  as  netting  provisions  may 
apply  to  single  product  hnes,  but  remains  an  issue  in  some  foreign  jurisdictions. 

This  type  of  risk  is  again  managed  through  the  dealer's  legal  department.    Legal  staff 
assess  the  enforceability  of  the  contract  provisions  before  the  dealer  enters  into  the 
contract.   Risk  is  also  further  limited  by  the  use  of  standardized  agreements. 
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Operational  Risk.   Operational  risk  is  the  risk  that  losses  may  occur  as  a  result  of 
inadequate  internal  systems  and  controls,  human  error,  or  management  failure.   Although 
different  firms  manage  operational  risk  in  different  ways,  common  elements  in  operational 
risk  management  will  often  include:   oversight  by  senior  management;  establishment  of 
activity  and  exposure  limits  for  individual  traders  and  groups;  use  of  reporting  systems  to 
monitor  transaction  activity;  separation  of  derivatives  operations  and  business  units  to 
ensure  effective  transaction  processing  and  reporting;  internal  auditing  of  compliance 
with  firm  policies  and  procedures;  back  office  technology  and  systems  for  confirmations, 
documentation,  payments  and  accounting;  and  a  system  of  independent  checks  and 
balances  throughout  the  transaction  process. 

Clearly,  operational  systems  should  be  tailored  to  the  individual  needs  of  the  end  user  or 
dealer.  The  $175  community  bank  that  engages  in  a  handful  of  swap  transactions  a  year 
should  not  be  required  to  invest  in  the  same  type  of  sophisticated  computer  systems  that 
a  derivatives  dealer  would  require  to  manage  the  complexity  and  volume  of  the  deals 
transacted. 

Svstemic  Risk.   Systemic  risk  is  the  risk  that  any  disruption  in  the  market  will  cause 
further  disruption  in  other  markets.   Systemic  risk  should  not  be  associated  solely  with 
derivative  transactions.   Systemic  risk  can  arise  from  many  other  sources,  including  the 
failure  of  significant  financial  market  participants  and  significant  market  breaks.    Due  to 
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the  rapid  growth  in  volume  and  complexity  of  derivatives  transaction,  concerns  have  been 
expressed,  however,  that  derivatives  may  have  increased  the  possibility  of  systemic 
disruptions. 

To  protect  against  systemic  risk,  all  financial  institutions  engaging  in  derivatives 
transactions  are  taking  appropriate  steps  to  limit  such  risk  by  adopting  sound  risk 
management  principles,  disclosing  to  the  market  place  each  institution's  involvement  with 
derivatives  transactions,  and  working  together  with  other  market  participants  and 
regulators  to  seek  a  better  understanding  of  derivatives  activity,  its  risks  and  measures  to 
mitigate  them. 


IV.  Current  Rjcgulation  of  Bank  Derivatives  Activities  Obviates  Any  Need  for  Lcgisladon 

Commercial  banks  acting  either  as  end  users  or  dealers  must  engage  in  derivatives 
transactions  in  accordance  with  safe  and  sound  banking  practices.   Banks  are  extensively 
regulated  and  supervised  by  their  state  and  federal  banking  regulators  to  ensure  that  they 
follow  all  applicable  regulatory  pronouncements.   On-site  bank  examinations  and 
inspections  are  conducted;  full  scope  examinations  include  detailed  reviews  of 
management  systems  and  assessments  of  capital  adequacy,  asset  quality,  earnings  and 
liquidity.   These  examinations  will  also  review  the  bank's  pohcies  and  procedures  for 
measuring  and  controlling  risk.    In  addition,  targeted  exams  may  also  be  conduacd. 
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focusing  on  specific  areas  or  concerns.   Areas  of  concern  or  deficiency  noted  by  the 
examining  authorities  are  required  to  be  correaed  and  arc  monitored  to  ensure 
appropriate  action  is  taken.   Failure  to  comply  with  bank  regulatory  guidance  can  subjea 
a  bank  to  an  ever  increasing  scries  of  penalties  including:   cease  and  desist  orders;  civil 
money  penalties  of  up  to  $5  million  per  day;  and,  ultimately,  loss  of  banking  charter. 

As  the  derivatives  market  has  grown  and  bank  involvement  with  that  market  has  similarly 
increased,  the  banking  regulators  have  issued  more  and  more  specialized  guidance  on 
bank  derivative  activities.   Most  rcccndy,  the  OCC  issued  guidance  on  the  appropriate 
risk  management  practices  for  engaging  in  financial  derivatives  activities.^   The  guidance 
called  for  "the  implemenution  and  use  by  individual  banks  of  sound  and  efficient  risk 
management  systems."   The  guidance  then  went  on  to  outline  all  of  the  components  or 
features  necessary  for  a  sound  and  efficient  risk  management  system. 

According  to  the  OCC,  these  features  should  include: 

o         Board  of  direaor  oversight  and  senior  management  supervision  of 
the  bank's  derivatives  activities; 


*  OCC  BC-277,  October  27,  1993. 
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o         Wrinen  policies  and  procedures  governing  the  bank's  use  of 

derivatives.   At  a  minimum,  these  policies  and  procedures  should 
include:   managerial  oversight  and  responsibilities;  scope  of  activities; 
risk  limits;  risk  measurement  and  reporting  processes;  and  operational 
controls. 

o  Establishment  of  an  independent  unit  or  individual  responsible  for 

measuring  and  reporting  risk  exposures  and  monitoring  compliance 
with  policies  and  risk  exposure  limits; 

o  Systems  for  measuring  market  risk  for  both  dealers  and  end  users, 

controlling  credit  risk  and  hquidity  exposure,  managing  operations 
and  systems  risk,  as  well  as  legal  risk  ;  and 

o         Ensuring  that  sufBdent  capital  to  support  the  risk  exposures  is 
maintained. 

Earlier  this  year,  the  OCC  further  expanded  upon  its  earlier  pronouncement  when  it 
issued  clarification  and  explanation  of  the  OCC's  derivatives  policy.^  The  FRB  has  also 
issued  similar  guidance  to  its  examiners. 


*  OCC  Bulletin  94-31,  May  10,  1994. 
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In  addition,  significant  regulatory  efforts  are  underway  to  improve  the  quality  of 
disclosures  in  financial  reporting.  The  Federal  Financial  Institutions  Examination  Council 
("FFIEC"),  the  policy  making  body  for  coordinating  bank  regulatory  actions,  has 
proposed  to  increase  the  level  and  type  of  derivative  information  required  to  be  reported 
on  the  quarterly  Call  Reports.   In  addition,  the  Financial  Accounting  Standards  Board 
("FASB")  and  the  SEC  are  analyzing  what  type  of  financial  information  on  derivatives 
would  be  helpftil  to  users  of  financial  statements.   FASB  is  also  aggressively  pursuing  new 
accounting  standards.   Finally,  BIS  is  focusing  on  many  of  these  same  issues. 

These  regulatory  pronouncements,  while  extremely  helpful,  have  not  been  undertaken  in 
a  vacuum.  Approximately  one  year  ago,  the  Group  of  Thirty  issued,  after  a  year  of  study, 
a  comprehensive  report  on  derivatives.*  The  report  contained  a  series  of  twenty 
recommendations  to  help  dealers  and  end  users  manage  their  derivatives  activities.  The 
list  was  quite  comprehensive,  focusing  on:  valuation  and  market  risk  management;  credit 
risk  measurement  and  management;  promoting  legal  enforceability  of  contracts;  systems 
for  operations  and  control;  accounting  practices;  and  disclosures. 

Although  the  Group  of  Thirty's  recommendations  are  without  the  force  of  law,  many  of 
our  members  have,  nevertheless,  incorporated  these  recommendations  into  their  own 
institution's  policies  and  procedures.   Furthermore,  bank  examiners  arc  examining  these 
institutions  to  determine  whether  the  institutions  are,  in  fact,  complying  with  their 


*  Group  of  Thirty,  Derivarivcs:  Practices  and  Principles.  July  1993. 
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policies  and  procedures.  The  ABA  believes  that  the  Group  of  Thirty's  recommendations 
will  eventually  become  industry  practice,  subject  to  enforcement  by  both  the  bank 
regulators  and  the  courts. 

Other  industry  efforts  are  underway  as  well.   The  New  York  Clearing  House's  eleven 
member  banks  voluntarily  and  significantly  increased  the  qualitative  and  quantitative 
derivative  disclosures  in  their  1993  Annual  Reports.   These  banks  believe  that  the 
increased  voluntary  disclosure  of  derivative  information  is  indicauve  of  the  banking 
industry's  interest  in  both  disclosing  to  the  marketplace  the  nature  of  their  derivatives 
activities  and  educating  the  public  about  derivatives  and  their  costs  and  benefits. 

These  efforts  have  not  gone  unnoticed.   Many  reports  issued  to  date  have  recognized  the 
importance  of  these  efforts.   For  example,  the  General  Accounting  Office  ("GAO") 
Report,  issued  in  mid-May  1994,  specifically  noted  bank  regulatory  and  industry  efforts  in 
this  area.   That  Report,  as  well  as  one  issued  earlier  by  the  Commodity  Futures  Trading 
Commission  ("CFTC")  in  October  1993,  confirms  the  benefits  of  derivatives  as  essential 
risk  management  tools  for  corporations,  financial  institutions  and  governments  around  the 
world.   Moreover,  these  reports  provide  important  quantitative  information  and  analyses 
on  derivatives.   This  information  will  greatly  assist  the  derivatives  debate. 
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The  ABA  must,  however,  oppose  those  aspects  of  these  reports  that  call  for  further 
legislation.  As  outlined  above,  the  regulators  are  appropriately  regulating  and  supervising 
bank  derivative  activities.   Should  more  or  different  regulation  of  bank  derivatives 
activities  be  deemed  necessary,  bank  regulators  have  sufficient  authority  and  flexibility  to 
ensure  that  derivatives  activity  is  conducted  in  a  safe  and  responsible  manner.   Legislation 
could  inadvertently  deny  them  that  flexibihty.    Coordination  among  the  various  regulators 
continues  as  regulators  refine  their  approaches.    In  addition  to  current  regulatory 
guidance,  voluntary  initiatives  have  been  undertaken.    Derivatives  dealers  have  greatly 
increased  their  internal  controls  and  risk  management  systems.    Consequently,  legislative 
remedies  are  neither  necessary  nor  desirable  at  this  time. 

In  faa,  legislation  to  regulate  derivative  activities  of  banks  and  others  could  have  a 
detrimental  effert  on  the  marketplace.   Specifically,  in  the  desire  not  to  leave  out  any 
"risky"  derivatives  transactions,  legislation  introduced  in  both  the  House  and  Senate, 
would  appear  to  include  investments  other  than  OTC  financial  derivatives,  including,  in 
some  cases,  asset-backed  securities  and  repurchase  agreements.   The  inclusion  of  these 
instruments  in  derivatives  legislation  could  have  unknown  consequences  for  the  economy. 
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Conclusion 

In  sum,  the  ABA  believes  that  the  current  regulatory  environment  and  the  voluntary 
efforts  undertaken  to  date  by  industry  participants  are  sufficient  for  managing  current 
derivative  activity.   Should  further  criteria  be  necessary,  the  bank  regulators  have  all  the 
authority  they  need.   Any  legislative  action  taken  at  this  juncture  could  discourage  further 
industry  efforts.  Accordingly,  the  ABA  would  submit  that  derivatives  legislation  is  neither 
necessary  nor  appropriate. 


17 

o 


BOSTON  PUBLIC  LIBRARY 


3  9999  05018  569  1 


ISBN  0-16-046110-3 


9  780160 


'461101 


90000 


i 


1 


